The Canadian 


hartered 7\ccountant 


@ Income Taxation in the United Kingdom 
by B. H. Binder 


@ Some Aspects of Income Taxation in Canada 
by C. Gavsie 


@ Stockholders’ Equity 
by L. N. Greer 


@ Partners’ Liability for Income Tax 
by B. Goodman 


$5.00 A YEAR 50ce A COPY 





NORMAN COWAN 


Life Insurance and Annuity Counsellor 


@ Government-Approved Pension Plans 
@ Succession Duty Insurance 
@ Business Insurance 


@ Estate Analysis 


IMPERIAL LIFE ASSURANCE COMPANY 


OF CANADA 
320 Bay St., Toronto. WA. 8365 Residence MA.-8696 


THE CANADIAN SURETY company 
Specialists in 
ACCOUNTANTS' LIABILITY INSURANCE 


and 
BLANKET DISHONESTY BONDS 


The Company also writes: 

Inland Transportation, Personal Property Floater, Fire, Automobile, Burglary, 
Forgery, Liability, Plate Glass, Aviation Insurance and Fidelity and Surety Bonds. 
Branches: 


MONTREAL - TORONTO - WINNIPEG - EDMONTON - VANCOUVER 


* Pensions 


SOL EISEN Sain 
PENSION 


* Business 


CONSULTANT ee 


Employer—Employee 330 University Ave., 
Pension Plans Toronto 
Designed—Installed—Serviced Waverley 7432 


APPLICATION FORMS 


Prepared by the Committee on Personnel Selection 


Per dozen 


Per 100 


THE DOMINION ASSOCIATION OF 


CHARTERED ACCOUNTANTS 
10 Adelaide Street East 


Toronto 1, Ontario 








THE CANADIAN CHARTERED ACCOUNTANT 


now YOU CAN GET BOTH AT A 
SPECIAL COMBINATION PRICE 


The 1949 Edition of the book ‘Standardized 
Audit Working Papers", by Staples, and the 
complete set of full size standardized audit 
work sheets (67 sheets), at the special 
Rene aa te combination price of $8.95 

POE allay A, The book alone (showing the WPs filled 
=” out for a typical audit engagement), 

279 pages, at $4.50 
The complete set of Standardized 

Audit Work Sheets, at $6.50 


Sent on 10 day approval. Postage 
Filled out + 4 \ paid on cash orders; same 
work sheets ‘ tN t! : j a 2 ‘\ return privilege. 
increased in : 
size; otherwise 
not materially 
changed. 


THE COUNTING HOUSE 


PUBLISHING CO. - 735 N. Water Street, 


Milwaukee 2, Wisconsin, U.S.A. 


HIGHER ACCOUNTING 
and ALLIED SUBJECTS 


taught 


The SHAW way—the SURE way 


Subjects Included In Our Coaching Courses 


Commercial Mathematics Secretarial Practice Office Management 
Commercial Correspondence Mercantile Law Partnership Act | 
Bookkeeping and Accounting Bank Act Advanced Accounting 
Bills of Exchange Act Cost Accounting Auditing and 
Dominion Companies Act Income Tax Act Investigations _ 
Provincial Companies Act Bankruptcy Act Business Organization 
Dominion Winding Up Act Principles of Economics and Administration 


The student has all the time required The student is privileged to consult 
by him to complete the course and he our instructors in any of his personal 
has the privilege of consulting the accounting problems, even though 
school after the course is finished. they may be outside the scope of his 
Once a Shaw student always a Shaw course. 
student. 

Write to Dept. CA for Catalogue and any special 


information you desire. 


SHAW SCHOOLS 


Head Office: 1130 Bay Street, Toronto KI. 3165-6-7 - 











(ii) THE CANADIAN CHARTERED ACCOUNTANT 








How much do you pay for 


the Burroughs machines 


you DON’T have? 


Probably a lot more than you think... 
certainly more than you would pay for the 
machines your office needs. 


Are you doing without modern figuring 
machines? Pencilwork is a plodding, inac- 
curate, and expensive substitute. Are you 
doing without enough machines? Every girl 
made to wait her turn at a shared machine 
is actually invited to squander costly time, 
even if figuring is only a fraction of her job. 


Compare the cost of these inefficiencies with 





the three or four cents a day it takes to 
amortize the cost of a Burroughs adding 
machine or Burroughs calculator over its 
long useful lifetime. 


There’s hard-headed economy in having 
enough Burroughs machines. Let your 
Burroughs representative help you save 
time and money with the right Burroughs 
machines for all your figuring jobs. 
Burroughs Adding Machine of Canada, 
Limited, Windsor, Ontario. 


WHEREVER THERE’S BUSINESS THERE’S Bu rroughs 


THE MARK OF SUPERIORITY 
WH MODERN BUSINESS MACHINES 





The Canadian 


hartered7\ccountant 


VOLUME 55 OCTOBER 1949 NUMBER 4 


Comment and Opinion 145 


The Noronic Disaster; Fund Accounting; Simplified Accounts; 
The Annual Meeting; Income Tax in Britain and Canada 


Income Taxation in the United Kingdom B. H. Binder 147 
Auditor’s Responsibility to the Public 158 
Some Aspects of Income Taxation in Canada C. Gavsie 159 


Disclosure of Partners’ Liability for Income Tax 
Bernard Goodman 169 


Stockholders’ Equity Lewis N. Greer 173 
Professional Notes 176 
Report of the 47th Annual Meeting Clem L. King 177 
Recent Books 180 
The Students’ Department 183 


PUBLISHED MONTHLY 
By The Dominion Association of Chartered Accountants 


R. F. Bruce Taytor, F.C.A., Chairman, Editorial Committee 
Editorial and Business Offices, 10 Adelaide Street East, Toronto, Ontario 
MELVILLE Pierce, Managing Editor Jean VALE, Assistant Editor 


Subscriptions to The Canadian Chartered Ac- A volume index to The Canadian Chartered 
countant and The Tax Review: $5.00 a year. Accountant is published semi-annually and to 
Additional subscriptions to The Tax Review: The Tax Review annually. 

$3.00 a year. Opinions expressed in articles and comment 
Single copies (including The Tax Review) are not necessarily endorsed by The Dominion 
50c. Single copies of The Tax Review 25c. Association of Chartered Accountants. 


Advertising rates on request 
Authorized as second class mail by the Post Office Department, Ottawa 





iv 








) THE CANADIAN CHARTERED ACCOUNTANT 


Gor Copies that Must Haue Yes 


.. EVERY FIGURE CLEAR 
.. EVERY WORD READABLE 






BRITISH TREASURY 


Non-Curl Processed Back 


CARBON PAPER 


Carbon copies of typed reports are often as important for 
reference as originals. A competent typist, using a machine 
with clean type, can produce clear, black copies every time with 
the improved British Treasury Non-Cur! Processed Back Carbon 
Paper. The new features help at every stage of typing. Carried 





It’s Non-Cur]l ! 


Stays flat. The specially pro- 
cessed backing enables you 
to insert carbon smoothly 
and effortlessly between ori- 
ginal and copy or copy 
sheets. No annoying rolled 
up edges to slow you down. 


31158 
TRE 


in weights and finishes for 
single or multiple copies, for 
regular action or noiseless 
typewriters. 


sort 


fa eur’ 


It’s Sharp! 


British Treasury Non-Curl 
Carbon Paper is a first qual- 
ity product. It will continue 
to give sharp, clean copies 
long after inferior carbon 
sheets have worn away. 


Write or call for a Sample Test Sheet. 


No charge or obligation. 





THE CANADIAN CHARTERED ACCOUNTANT (v) 


MR. ACCOUNTANT... Here’s good news for you! 
10% DISCOUNT 


on your purchases of Ledger Sheets, Binders, Columnar Sheets, Colum- 
nar Pads, Stapling Machines, Staples, Cellulose Tape, Dispensers, etc. 
“OUR PRICES ARE LOWER” 


For prices and further information write or phone: 


ATLAS PRINTING CO. 


“The Accountant’s Supply House” 


LLoydbrook 5702 Toronto, Ont. 


663 College St. 


GOODFELLOW PRINTING CO. LIMITED 


Trade Publications - Books - Catalogues - Advertising Literature 
——General Commercial Printing—— 


We Solicit Your Inquiries 


119 Adelaide St. W., Toronto 
Telephone AD. 0106 


POSITION WANTED 

Chartered accountant, 30, with Bach- 
elor of Arts degree, seeks commercial, 
industrial or professional position with 
scope for responsibility or to be trained 
for advancement to responsible posi- 
tion. Apply Box 102, The Canadian 
Chartered Accountant, 10 Adelaide St. 
E., Toronto, Ont. 


POSITIONS OFFERED 
Intermediate and junior audit clerks 
required. Applicants should state age, 
experience, education and salary ex- 
pected. Replies will be treated in 
confidence. McColl & Turner, 397 

Water St., Peterborough, Ont. 


THE CANADIAN CHARTERED 
ACCOUNTANT 


and 


THE TAX REVIEW 
$5.00 a year 





57 Simcoe St. S., Oshawa 
Telephone 35 





Questions and Concise 
Answers 


AUDITING & THEORY 
By L. MARDER, LL.B., C.P.A. 


is designed for the final review, that 
period before the examination when 
voluminous texts contribute little but 
worry and confusion. It will teach the 
C.A. candidate to answer questions in 
a style preferred by Examiners — 
briefly and to the point, 


1800 Questions with Answers, 
Cloth—492 pp. cc.crccccccsececoees $10.00 


1300 Questions with Answers, 


Cloth—448 pp. cccccccrsssssservere 7.50 


500 Questions with Answers, 
POOR saccovsssiecbtaseisiaiaaiondatntin a 200 


Free Descriptive Circular 


CONCISE TEXT PRESS 


P.O. Box 824 - Church St. Annex 
NEW YORK 8, N.Y. 











THE CANADIAN CHARTERED ACCOUNTANT 


STEWART, SMITH, MACKEEN, COVERT & ROGERS 
Barristers, Solicitors, Etc. 
Roy Building - . - Halifax, N.S. 


ST-LAURENT, TASCHEREAU, ST-LAURENT & NOEL 
Barristers and Solicitors 
Price House, 65 St. Anne Street - - Quebec, P.Q. 


GOWLING, MacTAVISH, WATT, OSBORNE & HENDERSON 
Counsel: Leonard W. Brockington, K.C. 
Barristers and Solicitors 


Ottawa - Canada 


E. Gordon Gowling, K.C. Duncan K. MacTavish, K.C. J. Douglas Watt, K.C. 
Robert M. Fowler John C. Osborne Gordon F. Henderson 
Ronald C. Merriam Adrian T. Hewitt John Campbell Viets 


MILNER, STEER, DYDE, POIRIER, MARTLAND & LAYTON 
Barristers, Solicitors, Etc. 


Royal Bank Chambers - - - Edmonton, Alta. 


ae Permanent Binder for The Tax Review 


@ Copies easily inserted by steel rods 
@ Pages lie perfectly flat when open 
@ Handsome, durable blue covers, gold-lettered 








Price $3.00 Post FREE 











THE 
CANADIAN CHARTERED ACCOUNTANT 


10 Adelaide Street East Toronto 1, Ont. 





























The Canadian 


hartered7\ccountant 


VOLUME 55 


OCTOBER 1949 


NUMBER 4 


COMMENT AND OPINION 


The Noronic Disaster 
ROM all accounts received, members 
of our Association were of consider- 
able assistance in the sad circumstances 
surrounding the fire on the S.S. Noronic 
at Toronto during the night of Friday, 
September 16. 

The disaster occurred at the climax of 
the final banquet and dance of the An- 
nual meeting and the majority of our 
Toronto members had returned to their 
homes. Those still at the Royal York 
Hotel, many of them from other Prov- 
inces or parts of Ontario, immediately 
offered their services in various ways, 
such as making suites and bedrooms 
available, caring for and assisting sur- 
vivors, operating with their cars a shuttle 
service from the steamer to the hotel 
and in a host of other ways. Many 
continued at their self-appointed tasks 
until late in the day of Saturday. To 
all concerned, and we do not.forget their 
wives, we extend our compliments and 
thanks on behalf of the city of Toronto. 

To our friends in the United States, 
we extend our sincere sympathy in the 
tragedy which befell Canada’s guests on 
a Canadian ship at a Canadian port. 


Fund Accounting 
WO articles in The Journal of Ac- 
countancy, August 1949, are recom- 
mended reading for our many members 
whose duties include the audit of non- 
profit institutions and who have an inter- 


est in fund accounting. Under the titles 
“Something Is Wrong with College Fi- 
nancial Reports” and ‘Reasons Why Uni- 
versity Accounting Must Differ from 
Conventional Commercial Accounting”, 
Ernest W. Baldassare and Ira B. Mc- 
Gladney, respectively, discuss their sep- 
arate points of view. While they refer 
particularly to institutions for higher edu- 
cation, in many respects their comments 
are equally applicable to hospitals, re- 
search foundations, etc., dependent upon 
the earnings and use of endowments, an 
important part of which are invested in 
capital assets. | Both articles stress the 
fundamentals of fund accounting and 
the importance of keeping the account- 
ing for any one fund completely separate 
and distinct from that of any other fund. 
As Mr. Baldassare says, ‘Fund account- 
ing is a specialized field of accountancy, 
used for recording the transactions of 
non-profit organizations such as govern- 
mental authorities, educational institu- 
tions, hospitals and other eleemosynary 
institutions. The greatest difference be- 
tween university accounts and those of 
commercial enterprises is the fact that 
universities have no proprietorship or 
capital accounts as such (representing 
equity of the owners). Instead, the uni- 
versity is held accountable for the vari- 
ous funds which have been donated or 
bequeathed to it. The principal of each 
fund, therefore, is set up as the equiva- 
lent of a ‘capital’ account, on the credit 
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side of the ledger, and represents the dif- 
ference between the assets of the fund 
(cash and/or investments) and its liabili- 
ties.” 

We have found these articles most in- 
teresting and instructive. We would 
welcome submissions from our members 
on prevailing practices in Canada in this 


field. 


Simplified Accounts 


7. following interesting paragraph 
is taken from The Accountant (the 
journal of The Institute of Chartered 
Accountants in England and Wales). 
Sir Frederick Alban is immediate past 
president of The Society of Incorpor- 
ated Accountants. 

It has been interesting to note the re- 
action of the “erudite financial editors” 
to Sir Frederick Alban’s suggestion at the 
Society’s annual meeting that company 
accounts under the new Act are becoming 
too complicated for the layman. The 
Financial Times tended to agree and 
followed up Sir Frederick’s idea of sep- 
arate simplified accounts for the un- 
learned with an inquiry as to the pos- 
sibility of providing with the report “a 
simplified but accurate guide to the main 
figures”. The City Editor of The Times 
was more cautious. Apart from other 
considerations, he saw a “more funda- 
mental danger” in the possibility that 
financial reporting for the layman might 
become a mere appendage of “public re- 
lations’, with “all that this sometimes 
implied, instead of the responsibility of 
the accountant”. In this column, we 
have supported any move to get the facts 
across to shareholders. We are not so 
certain, however, that some of the dia- 
grams we have seen, such as pictures of 
pound notes cut into pertions to show 
the dissection of turnover, are worth 
while. We like plain figures and plain 
words to explain them. They can 
present the main accounts in simplified 
form. They can describe the ebb and 
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flow of business conditions and results. 
After all, however, is it possible that too 
pessimistic a view is being taken of the 
layman’s mental capacity? 


The Annual Meeting 

ges annual meeting well fulfilled the 

hopes and expectations we held out 
for it last month. The contribution to 
the profession made by our members and 
our guests, including those who were 
asked to tell us about ourselves and what 
our place in business should be, was out- 
standing. Our special guests, Mr. B. H. 
Binder, immediate past president, The 
Institute of Chartered Accountants in 
England and Wales, Mr. P. F. Brundage, 
president, The American Institute of 
Accountants and Mr. Carman G. Blough, 
director of research, The American In- 
stitute of Accountants, were at once 
learned and capable speakers and very 
good company. We are greatly indebted 


to them for their part in the proceedings. 
A more detailed account of the meeting 
appears elsewhere in this issue with some 
of the addresses which were received 


with great interest. Others will follow 


in subsequent issues. 


Income Tax In Britain and Canada 


Wt are pleased to be able to publish 
in this issue two of the three ad- 
dresses on income tax delivered at the 
annual meeting. Mr. Binder’s paper is 
a tour de force in masterly compression, 
and Mr. Gavsie’s, another excellent ef- 
fort, offers to the discerning a glimpse 
behind the scenes, unless Mr. Abbott's 
first budget address to the 21st Parlia- 
ment comes before this number sees the 
light of day. Mr. Brundage’s most able 
review of the U.S. position on the in- 
come taxation of business must, of ne- 
cessity and with regret, await the No- 
vember issue. 
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Income Taxation 
in the United Kingdom 


. old adage: “A little learning is 
a dangerous thing” can be applied 
to income tax with as much force as to 
any other subject. Many books and 
papers have been written to expound 
and explain the laws enacted by Par- 
liament and their interpretation by 
legal decisions which govern the assess- 
ment of income tax in the United 
Kingdom. Therefore, in responding 
to the request to read to this assembly 
a paper on British income tax as it af- 
fects corporate bodies and certain in- 
dividuals, I trust it will be appreciated 
that this paper is not comprehensive as, 
in the short time I had available to pre- 
pare it and in the limited time allocated 
for it to be read, I cannot hope to deal 
exhaustively with the subject but can 
only stress certain aspects and deal, in 
a general way, with some of the in- 
tricacies of assessment. 

The land tax first imposed in 1692 
may be regarded as the earliest income 
tax in England as it included a tax on the 
yearly value of personal assets as well. 
Over the years further income tax Acts 
were imposed and repealed. In particu- 
lar by an Act of 1909 super-tax was 
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An outline of the British 
income tax on several vital topics 


INTRODUCTION 
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By B. H. Binder, F.C.A. 
(Immediate Past President, Institute 


added, now however called sur-tax. In 
1918 a Consolidated Act was passed and 
this, as modified by annual Finance Acts, 
the regulations made thereunder and 
various decisions of the Courts, estab- 
lishes the basis on which income tax is 
now assessed in the United Kingdom. 
Furthermore, in 1937, an additional tax 
on business profits was authorized, which 
has been subsequently amended and is 
now known as profits tax. This tax is 
not levied on the profits of individuals. 
Rates of Taxes 

The present rates of taxes are as fol- 
lows:— 

1. Income Tax at a standard rate of 
9/- in the £. All taxable income is 
charged at this rate, subject to certain 
reliefs to individuals. 

2. Sur-tax on a sliding scale in respect 
of total annual incomes of individuals 
in excess of £2,000; the rates range from 
2/-— in the £ to 10/6d in the £, the lat- 
ter rate being levied on the excess of all 
incomes over £20,000, thus bringing up 
the total tax on incomes over that figure 
to 19/6éd in the £. 

3. Profits tax is at a basic rate of 25% 
on the profits of companies. This basic 
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rate of 25% is subject to a reduction to 
10% on profits not distributed; a rebate 
is also allowed in respects of annual 
profits below £12,000; annual profits of 


£2,000 and under are exempt. Special 
arrangements however apply to building 
and other societies. 


I. COMPUTATION OF ASSESSABLE PROFITS AND THE TAX THEREON 


The remarks under this heading re- 
late mainly but not exclusively to the 
taxation of limited liability companies 
carrying on a trade or business. Certain 
corporate bodies have special arrange- 
ments applicable to the taxation of their 
profits. 

A company is a separate legal entity 
and is taxed at the full standard rate of 
income tax on its profits. In computing 
taxable profits short term interest and an- 
nual interest on secured loans payable 
to non-residents are deductible, but other 
annual interest and royalties are not de- 
ductible. The company, however, is en- 
titled to deduct income tax on those 
items when paying them and to retain 
such tax. It also has the right to deduct 
and retain tax from any dividends which 
it may distribute to its shareholders. This 
is an illustration of the general principle 
of taxing income at the source. Some 
companies pay what is described as a 
“tax free dividend”. This description is 
a misnomer. A tax free dividend is a 
dividend paid at a specified rate without 
specific deduction of income tax. In 
law the amount distributed is equivalent 
to a dividend at a higher rate less the 
tax in force. For example, a tax free 
dividend of 514% on £100 would 


This is equivalent to a gross 
dividend of 
| aa £10 0 0 
Less: income tax 
at the standard 
rate of 9/— in 
REM oii ssa 


Net amount .................... £5 10 0 


Where a company pays interest on de- 
bentures or loans from a source other 
than profits or gains on which income 
tax is payable, the tax deducted there- 
from is charged by separate assessment 
on the company which has in effect col- 
lected such tax on behalf of the Inland 
Revenue. 


Trading Profits 


The Acts give no general rules for the 
ascertainment of trading profits. Such 
profits are normally assessed under the 
Rules of Case 1, Schedule D, Income Tax 
Act 1918 as amended by subsequent 
Acts. Rule 1 of those Rules provides 
that the tax ‘‘shall be computed on the 
full amount of the balance of the profits 
or gains”. Rule 3 sets out various items 
which shall not be deducted in arriving 
at the profits assessable to tax. In par- 
ticular Rule 3 specifies that nothing shall 
be deducted in respect of “expenditure 
not wholly and exclusively laid out for 
the purposes of the trade”. 

It has been left largely to the Courts 
to interpret the meaning of the phrase 
“balance of the profits or gains”. Lord 
Macnaghten in London County Council 
v. Att'y. Gen’l stated: “Income tax, if 
I may be pardoned for saying so, is a 
tax on income. It is not meant to be a 
tax on anything else.” It is a general 
principle that profits on the realisation 
of capital assets as distinct from current 
assets are not taxable. This position 
however has been affected by the Income 
Tax Act 1945 which taxes certain cap- 
ital profits arising on the sale of pat- 
ents. Whether assets are capital assets 
or not depends on the purpose for which 
they are held. For example a company 
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owning landed property for the purpose 
of deriving income from rents or from 
farming operations would not be charged 
income tax on any profit made on the 
sale of all or part of its property, but a 
company carrying on a business of buy- 
ing and selling land and buildings would 
be liable for tax on profits derived there- 
from. An investment trust company 
which acquires investments with the 
main object of deriving income there- 
from in the form of interest and divi- 
dends would not be taxable on any profits 
realised on the sale of its investments, 
nor, on the other hand, would it be al- 
lowed as a charge against its profits any 
losses on realisation of investments. But 
a finance company, whose main object is 
dealing in investments, would be taxed 
on its profits less losses arising from 
such dealings. 

There have been many decisions in the 
Courts as to what receipts are or are not 
to be included or what expenditure is or 
is not allowable in computing profits for 
assessment. They emphasize that circum- 
stances alter cases. 

Trading losses in any year computed 
for income tax and profits tax purposes 
may be set off against assessments of fu- 
ture trading profits but with a time limit 
of six years in respect of income tax sub- 
ject to extension in respect of the war 


Mr. B. H. Binder, F.C.A., 
senior partner of Binder, Hamlyn 
& Co., Chartered Accountants, 
London, England, was admitted 
to the Institute of Chartered Ac- 
countants in England and Wales 
in 1908. He was elected presi- 
dent of that Institute for the term 
1948-49. Engaged on several oc- 
casions in British Government 
work, Mr. Binder was attached to 
the Government mission to 
Argentina in 1946. He is also 
chairman of Inveresk Paper Co. 
Ltd., British Shareholders Trust 
Ltd., and Central Wagon Co. Ltd. 





period. There is no time limit to that 
part of the losses which represent depre- 
ciation allowances. 

For tax purposes, depreciation as 
charged in a profit and loss account is 
disregarded. Instead, allowances are 
granted on certain assets on a basis pro- 
vided for in the Acts and these allow- 
ances may differ widely from what might 
be regarded by the directors of a com- 
pany as a proper charge in the accounts 
for depreciation. Owing to the import- 
ance of depreciation allowances I propose 
to refer to them in more detail. 


II. DEPRECIATION ALLOWANCES 


Allowances for depreciation have be- 
come of even greater importance now 
that the cost of replacements has so large- 
ly increased. The British government 
has made a partial recognition of the fi- 
nancial burden which this factor imposes 
by granting larger ‘initial’ allowances on 
capital expenditure. These initial al- 
lowances, however, only result in tem- 
porary relief as what is additionally al- 
lowed in the first year is adjusted in the 
subsequent annual allowances spread 
over the life of the asset. 


The initial allowances may be, and in 
the larger number of cases are, far 
greater than the normal annual allow- 
ances or the ordinary commercial rate of 
depreciation. Their effects in reducing 
the profits tax and income tax payable 
and, if charged in the accounts, in re- 
ducing the profits for the year in which 
they are granted are outside the scope of 
this paper. I may, however, mention 
that in a number of cases adjustments 
are made in accounts to level out these 
effects. 
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Prior to the Finance Act 1944 and 
Income Tax Act 1945 annual allowances 
for depreciation of fixed assets were 
limited to mills and factories and plant 
and machinery, the allowances in respect 
of the latter being commonly known as 
wear and tear allowances. 

The Acts of 1944 and 1945 consider- 
ably extended the allowances which may 
be broadly summarised as follows:— 

(a) Industrial Buildings or Structures 

This new nomenclature which has been 
adopted has a more extensive meaning 
than the expression “‘mills and factories’. 

The allowances on these assets are 
based on a presumed life of 50 years 
and are calculated on the cost of con- 
struction other than the cost of the site 
and its preparation. Subsequent alter- 
ations or additions are treated as though 
the expenditure thereon was in respect 
of separate buildings or structures. 

There is an initial allowance at the 
rate of 10% on the cost of industrial 
buildings, etc., constructed after April 
5, 1944 and also from April 6, 1946 an 
annual allowance at the rate of 2% on 
the straight line basis. 

As regards older buildings and struc- 
tures, only the annual allowance of 2% 
applies and this is calculated on the bal- 
ance of the cost proportionate to the un- 
expired period of a presumed life of 50 
years. 

When a building or structure less than 
50 years old is sold, destroyed or per- 
manently put out of use, a balancing al- 
lowance is given or a balancing charge is 
levied in order to equate the total al- 
lowances given, or deemed to have been 
given, to the difference between the orig- 
inal cost and the proceeds of sale, etc. 
The balancing allowance is given to 
cover a loss on the original cost reduced 
by previous allowances; the balancing 
charge is made to the extent to which al- 
lowances already given are recovered on 
a sale. Any excess of sale proceeds, etc. 
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over original cost is a capital profit and is 
not taxable. A buyer of a building is 
granted annual allowances to amortise 
the purchase price (subject to the limit 
of original cost of construction) over the 
residue of a presumed life of 50 years. 

Industrial buildings are defined in the 
Act. Broadly speaking, the term includes 
what would generally be regarded as 
buildings used for industry, including 
buildings provided for the welfare of 
workers but excluding dwelling houses, 
retail shops, showrooms, hotels and also 
offices under certain conditions. The 
term “industrial structure” covers works 
such as walls, bridges, dams, roads, etc. 
but does not include the cost of prepar- 
ing a site. 

The present allowances replace the 
special allowances for depreciation of 
mills, factories and other similar premises 
given previously and which in certain 
cases are more advantageous to the tax 
payer, who may elect to continue on the 
old basis until the 5th April 1951. 


(b) Machinery and Plant 


As from the 6th April 1944 allow- 
ances for machinery or plant are gen- 
erally based on an initial allowance on 
its cost and an annual allowance (com- 
monly termed wear and tear) while it is 
in use. When machinery or plant is 
sold, scrapped or destroyed, a balancing 
allowance is given or a balancing charge 
is made in order to equate the total al- 
lowances, as explained in regard to build- 
ings. Any excess of sale proceeds over 
original cost is not taxable. 

The initial allowance originated as 
from the 6th April 1944 at the rate of 
20% and was increased to 40% from the 
6th April 1949 in respect of expenditure 
on and after that date. 

As regards the annual allowances, 
rates of wear and tear on a percentage 
basis have been agreed with the Inland 
Revenue in respect of most classes of 
machinery or plant. These agreed rates 
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increased by one quarter are allowed. 
Any alterations in these rates would not 
normally be considered by the Inland 
Revenue unless representations were 
made on behalf of a representative group 
of any particular trade or business. 

The usual method of computing an- 
nual wear and tear is what is termed the 
reducing balance method. In _ other 
words in ascertaining the wear and tear 
for any year the agreed percentage is 
calculated on original cost progressively 
reduced by each allowance. In some 
cases, particularly ships and commercial 
aircraft, the straight line method is adopt- 
ed, that is the annual allowance is cal- 
culated at a percentage of the original 
cost. This latter method can now, by 
arrangement with the Inland Revenue, 
in accordance with the terms of the F/- 
nance Act 1949, be extended to any ma- 
chinery or plant, but the percentages are 
subject to negotiation. 

Another basis, which however is not 
widely adopted except in respect of tools 
and hotel equipment, is known as the 
renewals basis. Initial and annual al- 
lowances are not given but, when re- 
placements are effected, the cost of re- 
placement less any proceeds realised on 
sale, excluding any amounts representing 
improvements, is allowed as a deduction. 
In the absence of replacement, no allow- 
ance is given. 

(c) Mines, Oil Wells, etc. 

Allowances are given in respect of 
capital expenditure incurred in connec- 
tion with a mine, oil well and other 
source of mineral deposits of a wasting 
nature and, in searching for and discov- 
ering and testing deposits or winning 
access thereto, or on the construction of 
any works which are likely to be of little 
or no value when the source is no longer 
worked. 

Under the Income Tax Act of 1945 
by which the allowances are granted no 
allowance is given in respect of any ex- 


151 


penditure incurred on the acquisition of 
rights in or over the deposits. The Fi- 
nance Act 1949 now gives an allowance 
in respect of such expenditure outside 
the United Kingdom under certain condi- 
tions after the Sth April 1949. 

The allowances comprise an initial al- 
lowance of 1/10th of a part of such ex- 
penditure and also annual allowances 
based on the annual output from the 
source proportionate to the estimated fu- 
ture total output computed on the re- 
ducing balance method. They do not 
apply to such items as plant or machin- 
ery, which receive allowances on the gen- 
eral basis already explained. 

In the event of a sale a balancing al- 
lowance is given or a balancing charge 
is made as may be required. Any ex- 
cess of sale proceeds over original cost 
is not taxable. 

(d) New Farm Buildings 

Where the owner or tenant of any 
agricultural or forestry land incurs cap- 
ital expenditure after the 6th April 1944 
on the construction of farm houses, farm 
or forestry buildings, cottages, fences or 
other works for the purposes of hus- 
bandry or forestry, an annual allowance 
is granted of 1/10th of the expenditure, 
thus writing off the expenditure in ten 
years. 

Where expenditure is incurred partly 
for the purposes of husbandry or for- 
estry and partly for other purposes, an 
apportionment is made. 

The allowance is continued to a suc- 
cessor in ownership or tenancy. 

(e) Patents 

Capital expenditure after the 5th April 
1946 on the purchase of patent rights is 
allowed to be written off by equal an- 
nual instalments over seventeen years or 
a shorter period representing the remain- 
ing life of the patent or the period for 
which the rights were purchased. This 
allowance is limited to cases where the 
patent rights have not been sold or li- 
censed for a capital sum before the 6th 
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April 1946. 

When the rights acquired are sold a 
balancing allowance or balancing charge 
is made as may be required. 

Any profit on a sale of a patent not 
sold or licensed before the 6th April 
1946, which was previously regarded as 
a capital profit, is now assessable as in- 
come. Where the seller is resident in 
the United Kingdom the assessment is 
spread over six years, but he has the 
option to have the whole assessment 
made in the year of sale. For a seller 
not resident in the United Kingdom the 
position as regards assessment is reversed. 

(f) Scientific Research 
Capital expenditure incurred after the 


6th April 1946 on scientific research re- 
lating to a trade or business is allow- 
able for income tax purposes by five 
equal annual instalments. The balance 
of certain capital expenditures incurred 
before the 6th April 1946 is given simi- 
lar allowances. For capital expenditure 
after the 6th April 1949 the allowances 
are three-fifths in the first year and one- 
tenth in each of the four subsequent 
years. 

Current revenue expenditure is allow- 
able as a deduction in computing profits 
for income tax purposes. 

Research expenditure by a trader is 
only allowable if it is in relation to his 
trade. 


III. PROFITS TAX 


The basic rate of profits tax is 25% 
reducible to 10% on _ undistributed 
profits. This tax is limited to 10% on 
foreign companies carrying on business 
in the United Kingdom and on dividends 
paid to a foreign company by its Brit- 
ish subsidiary. 

For profits tax purposes, profits are in 
general ascertained on income tax prin- 
ciples, but subject to certain differences 
specified in the Acts. For instance, in- 
terest on debentures is allowed as a de- 
duction in arriving at the profits assess- 
able. Unlike income tax a company can- 
not recoup itself for the profits tax it pays 
by passing any part of it on to its share- 
holders by deduction from dividends. As 
the higher rate of 25% is payable on 
profits distributed as dividends to hold- 
ers of both preference and ordinary 
shares, in effect the ordinary shareholders 
bear the whole burden of the tax. 


Holding companies have the option to 
group their profits with the profits of 


1In the last week of September, 1949, Sir 
Stafford Cripps announced an increase to 
30% in profits tax.—ED. 


all or any of such of their subsidiaries as 
are liable to profits tax. 


Profits tax payable is allowed as an 
expense for the purpose of arriving at 
profits assessable to income tax. 


Tax on Undistributed Profits 


Whilst there is no tax in the United 
Kingdom on undistributed profits as 
such, undistributed profits affect the tax 
position of a company in respect of pro- 
fits tax and sur-tax. The reduction in 
the rate of profits tax from 25% to 10% 
on undistributed profits has already been 
mentioned. 

Sur-tax which is levied only on the 
income of individuals is, however, 
chargeable on the undistributed income 
of certain companies in the following 
circumstances: 

The income of a company controlled by 
not more than five persons or families 
and which does not distribute within a 
reasonable time a reasonable part of the 
income of any accounting period may be 
treated as the income of the members and 
notionally apportioned among such mem- 
bers on the basis of their individual in- 
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terests in the company, and such appor- 
tionments are regarded as the income of 
the members for purposes of sur-tax. If 
the individual members do not meet the 
sur-tax appropriate to each of them the 
company is charged with the tax. The 
company has no legal right to recover 
from the members concerned, so that sur- 
tax paid by the company becomes a 
charge on all the shareholders even 
though some may not be liable to sur- 
tax. 

In the case of investment companies 
similarly controlled, the whole of the in- 
vestment income is automatically appor- 
tioned among the members for sur-tax 
purposes. 

The Acts contain elaborate provisions 
defining the question of control. 

These provisions do not apply to any 
company in which the public is interest- 
ed in the voting share capital, other than 
preference shares, to the extent of 25% 
and such share capital is the subject of 
dealings on a stock exchange, nor to a 
company which is a subsidiary of another 
company to which the provisions do not 
apply. 

In determining whether a company 
has or has not distributed a reasonable 
part of its income, regard must be had 
to the current requirements of its bus- 
iness and to such other requirements as 
may be necessary or advisable for the 
maintenance and development of that 
business. 


Limitation of Dividends 
Over the past year or so there has been 
in existence a voluntary arrangement be- 
tween the government and industry for 
the limitation of dividends. In view of 
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this arrangement reassurances were 
sought on behalf of companies falling 
within the sur-tax provisions. An assur- 
ance has been given by the government 
to the effect that no action under the sur- 
tax provisions will be taken against an 
industrial or trading company in a bona 
fide case where the rate of dividend is 
the same as that which was accepted as 
reasonable in previous periods even 
though profits may have increased. Fur- 
thermore, if for special reasons no divi- 
dend at all was declared in the period 
before June 1947 and action was not tak- 
en under the sur-tax provisions, the In- 
land Revenue will not under present cir- 
cumstances challenge the continuance of 
this policy in bona fide cases. 

Profits tax is not levied on a company 
in a year when its profits are apportion- 
ed to individuals for sur-tax purposes. 


Period on Which Assessment is Based 

For a long time the assessment of in- 
come tax on the profits of trades and 
businesses for the government’s fiscal 
year ending on April 5 was based on the 
average of the three preceding years of 
account, but since 1926 it has been based 
on the profits of the immediately preced- 
ing year of account, with the exception 
of new and discontinued businesses 
where special rules prevail for the early 
and closing years. Profits tax, however, 
is levied on the profits of each account- 
ing period without relation to the gov- 
ernment’s fiscal year. 

The basic period to be taken in assess- 
ing income tax on profits is one of the 
terms of reference of the Committee re- 
cently set up by the Chancellor of the Ex- 
chequer, referred to later. 


IV. VALUATION OF TRADING STOCKS 


The usual method of valuing trading 
stocks for general accountancy purposes 
and for taxation is cost or market price, 
whichever is the lower, with due provi- 
sion for damaged, redundant or obso- 


lete items. In practice this method is 
generally applied to each separate item 
of trading stock. 

The taxing Acts contain no rules as 
to the valuation of trading stocks except 
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in isolated cases relating to certain losses 
on stocks which might be claimed for 
the purposes of excess profits tax, which 
has now come to an end. In those cases 
it was provided that stocks should be 
valued wholly at cost or wholly at mar- 
ket price and that the lower of these two 
methods should be adopted. The Inland 
Revenue have recently made some endea- 
vour to apply the E.P.T. basis for income 
tax purposes but this is being strenuously 
resisted in various quarters. 

In certain businesses such as tea, rub- 


ber and mining, it is customary, and 
admitted for taxation purposes, to value 
trading stocks at the end of an account- 
ing period at the price subsequently real- 
ised, less selling costs. 

In ascertaining the cost of work in 
progress the Inland Revenue usually en- 
deavour to include some element of over- 
heads. This is a controversial point and 
there is no generally accepted basis with 
regard to overheads, but it is rightly in- 
sisted that there should be a continuity 
in whatever method is adopted. 


Vv. TAXATION OF NON-RESIDENTS AND FOREIGN COMPANIES 


The United Kingdom income tax laws 
do not in general differentiate between 
British subjects and other nationalities 
but only as to domicile and as to residents 
and non-residents. Non-residents must 
pay tax on income derived from the Un- 
ited Kingdom, except in respect of the 
interest on certain British government se- 
curities issued with special exemption, 
and are not entitled to any personal re- 
liefs unless they are British subjects or 
fall within certain very limited categories. 


Companies incorporated outside the 
United Kingdom which are managed and 
controlled in the United Kingdom are 
deemed to be resident and are taxable on 
the same basis as British companies car- 
rying on business in the United King- 
dom. 

The liability of a non-resident individ- 
ual or company to taxation on profits 
arising from business transactions in the 
United Kingdom depends upon whether 
he or it can be held to be carrying on 
business within the United Kingdom or 
only carrying on business with the United 
Kingdom. This depends upon the facts 
of each case. An important factor is 
whether or not contracts for the sale of 
goods or performance of services ate 
made in the United Kingdom, but the 
fact that contracts are made outside the 


United Kingdom does not always exempt 
their resulting profits from taxation. 

Without going into this question in 
more detail it is not possible to draw 
the line between transactions which are 
taxable and those which are non-taxable. 

If the amount of the profits of any 
non-resident chargeable with tax cannot 
readily be ascertained, the Inland Rev- 
enue may assess the profits on a percen- 
tage basis, in regard to which there is a 
right of appeal if the percentage fixed 
by the authorities is regarded by the 
taxpayer as too high. 

A person domiciled or ordinarily res- 
ident out of the United Kingdom may 
nevertheless become technically resident 
in the country for tax purposes. Resi- 
dence is a question of fact. Domicile is 
largely a legal concept. 

A distinction is made between “ordin- 
arily resident” and ‘‘resident” which is 
important for tax purposes. This dis- 
tinction has been discussed in a number 
of cases before the Courts and gives rise 
to differences in assessments regarding 
income derived from abroad. 

Double Taxation 

Companies carrying on business in the 
United Kingdom and in other countries, 
whether incorporated in the United 


Kingdom or not, obtain relief from dou- 
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ble taxation on their profits in those 
countries between whom double taxation 
conventions have been entered into. As 
such conventions have been made be- 
tween the United Kingdom and Canada 
and the United Kingdom and the United 
States, Canadian and American compan- 
ies obtain the relief provided for by the 
conventions. 

In the case of income or profits arising 


in any British Dominion with which 
there is no double taxation agreement, 
relief is allowed against United Kingdom 
tax on doubly taxed profits at the lower 
of the Dominion rate or half the 
United Kingdom rate. 

Where neither of the foregoing cir- 
cumstances apply, foreign taxes are al- 
lowed as an expense in computing pro- 
fits liable to taxation. 


VI. EXPENSES INCURRED AS A CONDITION OF EMPLOYMENT 


The remuneration of employed per- 
sons is assessed for income tax under 
what is known as Schedule E of the In- 
come Tax Act 1918, as amended by later 
Acts, whereas trading profits are assessed 
under Schedule D on the basis already 
outlined. 

Taxation under Schedule E is based 
on the actual earnings and under P.A. 
Y.E. (i.e. Pay-as-you-earn) is deducted 
from the earnings as and when they are 
paid. Employed persons are entitled to 
the full personal reliefs set out in the 
Acts. They are also entitled to claim 
for expenses but only within the terms 
of the provisions of Schedule E which 
are more restricted in scope than the pro- 
visions of Schedule D under which trad- 
ing profits are assessed. 

Rule 9 of Schedule E provides that a 
deduction may be claimed in respect of 
expenses “‘wholly exclusively and _neces- 
sarily incurred in the performance of the 
duties”. These words have proved a 
stumbling block in the way of prospec- 
tive claimants. For example, they pre- 
clude an allowance for travelling expen- 
ses of an employee between his home and 
his regular place of business, which a 
layman might reasonably assume are in 
certain cases incurred to earn the remun- 
eration. 

Disallowance of travelling expenses 
has now been tightened up to the extent 
that a director of various companies who 
has to attend board meetings at their of- 


fices, which may be widely scattered, in- 
volving in some cases both rail and hotel 
expenses, is not allowed to deduct those 
expenses from his remuneration for pur- 
poses of assessment to tax. 

The treatment of subscriptions to pro- 
fessional societies varies with circumstan- 
ces. A member of a recognized accoun- 
tancy body such as the Institute of Char- 
tered Accountants who is employed on 
condition that he is and remains a mem- 
ber of that Institute would be entitled to 
claim as an expense his annual subscrip- 
tion to the Institute. Where, however, 
this condition is not essential to the con- 
tinuance of such appointment a claim 
would not strictly speaking be admissible, 
but on the grounds of de minimis? might 
be allowed. 


Two Leading Cases 

There are two tax cases which are of 
interest in this connection: a county med- 
ical officer claimed a deduction in res- 
pect of his subscriptions to certain med- 
ical societies. Persons in his position 
were usually members of such societies 
but membership was not a condition of 
employment. The claim was refused. A 
later case related to a divisional engineer 
of the London County Council who 
claimed relief in respect of his annual 
subscription to the Institute of Civil En- 


2De minimis non curat lex — The law will 
not concern itself with matters of little or 
no consequence. — ED. 
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gineers. Candidates for such an appoint- 
ment were required to be members of 
that Institute or hold some other approv- 
ed qualification, but it was not specific- 
ally a condition that membership should 
be continued after appointment. The 
claim was refused. 

Unless therefore it can be shown that 
the tenure of employment is dependent 
on the retention of membership of a spe- 
cified society a claim for relief in respect 
of contributions to the society would in 
all likelihood be refused. 

Sometimes officials or employees of a 
business are expected to bear all or part 
of the cost of travelling and entertain- 
ment expenses. In these imstances a 
claim for relief would be granted on the 
facts being proved. 


As a result of various decisions in the 
Courts the following general principles 
have been established: 


(1) The expenses must necessarily at- 
tach to the office or appointment. 


(2) They must be incurred in the actual 
performance of the duties. 


(3) They must be wholly and exclusive- 
ly so incurred. 


There are two other points which 
might be noted: contributions by em- 
ployees as well as employers to superan- 
nuation schemes approved by the Inland 
Revenue are eligible for relief. Such con- 
tributions are often a condition of em- 
ployment. Contributions paid under the 
National Insurance Act are also allowed. 


VII. APPEALS AGAINST TAX ASSESSMENTS 


A tax payer is entitled to appeal 
against any assessment made upon him 
for income tax, sur-tax or profits tax. An 
appeal is normally made either to the 
General Commissioners or Special Com- 
missioners who are appointed for the 
particular purpose of hearing such ap- 
peals and also assist in making assess- 
ments. A Commissioner who has acted 
in connection with an assessment cannot 
take any part in deciding an appeal. 

Sur-tax appeals are dealt with only by 
the Special Commissioners. 


Many years ago legislation was passed 
providing for the election of Land Tax 
Commissioners. These Commissioners 
appoint the General Commissioners who 
have power to appoint new Commission- 
ers from a list of suitable persons. They 
are a part-time body acting in an honor- 
ary capacity. Their functions are local 
in character. A body of General Com- 
missioners is set up for each unit of area 
into which the United Kingdom is divid- 
ed for their special duties of hearing 
appeals. They usually consist of local 


business and professional men and land 
owners and have a practical knowledge 
of local conditions. They are assisted 
by a clerk who is generally a solicitor 
or barrister. 

Special Commissioners are appointed 
by the Treasury and in contrast to the 
General Commissioners they act in a full- 
time capacity and are paid for their ser- 
vices. Special Commissioners do not 
deal with any particular area but go on 
circuit to hear appeals. They generally 
possess legal qualifications and a wide 
knowledge of taxation laws. 

Both the General Commissioners and 
the Special Commissioners act independ- 
ently of the Inland Revenue and are 
regarded as a protection of the taxpayers’ 
interests. 

A tax payer may elect to have an ap- 
peal heard by the General Commissioners 
or Special Commissioners in certain in- 
stances and it is often a matter for some 
consideration whether an appeal should 
be made to the General Commissioners 
or the Special Commissioners. In some 
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cases an appeal can be made only to the 
General Commissioners and in other 
cases only to the Special Commissioners. 
The status of these two bodies of Com- 
missioners in hearing appeals is equal 
and there is no appeal from the General 
Commissioners to the Special Commis- 
sioners or vice versa. The appellant can 
be represented by a barrister or solicitor 
or an accountant but for this purpose 
an accountant must be a member of a 
recognized body of accountants. The 
tax official may also attend an appeal 
and is entitled to be represented by a 
barrister or solicitor and to have the ser- 
vices of the Legal Department of the 
Inland Revenue. 

The proceedings are held in private 
and the appellant may be examined on 
oath administered by one of the Com- 
missioners, but the Commissioners are 
not bound to put the tax payer on oath. 
The Commissioners, by a majority of 
their number, may cancel, vary or con- 
firm an assessment. 

The onus is on an appellant to show 
that the assessment against which he is 
appealing is wrong. This point has been 
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the subject of a number of Court de- 
cisions. 

The decision of a majority of the Com- 
missioners is final with regard to ques- 
tions of fact and can only be challenged 
on a point of law other than in excep- 
tional circumstances. An appeal from 
the Commissioners is to the High Court 
which on a question of law may reverse, 
confirm or amend the decision of the 
Commissioners or remit the case back to 
the Commissioners. 

From the decision of the High Court 
an appeal lies to the Court of Appeal 
and thence with the consent of the latter 
to the House of Lords. 

There is also a Board of Referees com- 
posed of experienced business men ap- 
pointed by the Treasury which acts as a 
specialised Court in connection with cer- 
tain special appeals such as matters af- 
fecting sur-tax assessments on companies, 
assessments of non-residents, and the de- 
termination of wear and tear allowances 
in particular cases. Appeals from their 
decisions may be made under conditions 
similar to those relating to the General 
and Special Commissioners. 


POSSIBLE FUTURE ALTERATIONS 


The Chancellor of the Exchequer re- 
cently appointed a Committee with the 
following terms of reference: 


To enquire into the method of com- 
puting net trade profits for the purpose 
of charging them to income tax and to 
consider the question of the basis period 
to be taken in assessing the tax on the 
profits so ascertained; to enquire into 


the method of computing net profits for 
the purpose of charging them to profits 
tax; and to report upon any alteration 
of the tax law which may be desirable. 


It may interest you to know that a 
member of the Council of the Institute 
of Chartered Accountants in England and 
Wales has been appointed a member of 
this Committee. 





The Auditor's 
Responsibility to the Public 


From the July bulletin of the Ontario Securities Commission 


HEN reporting upon financial 

statements filed with this Com- 
mission in support of a prospectus, the 
auidtor is faced with grave responsibili- 
ties. Of necessity, the Commission must 
rely on the ability and integrity of the 
auditor to place before the prospective 
purchasers of the securities offered an 
accurate accounting of the company’s 
financial position and past operations. 

It is of primary importance that the 
auditor acquaint himself with the pro- 
visions of the various sections of the 
Securities Act, 1947, dealing with pros- 
pectuses and the accompanying financial 
statements and reports. It will be seen 
that one of the basic principles on which 
the Commission operates is that a full, 
true and plain disclosure of all material 
facts be given the prospective purchasers 
of the securities offered by the prospec- 
tus. In order that such a disclosure be 
given, it is essential that all headings 
and captions in the financial statements 
are clearly and concisely stated and con- 
form with usual accounting terminology 
and are readily understandable to the 
layman. 

The Act stipulates that the auditor's 
report on the balance sheet contain “‘a 
reasonably comprehensive statement as to 
the examination made’’. It appears there- 
fore that in addition to any other remarks 
considered necessary by the auditor, this 
report must clearly indicate the type of 
audit made. A report which attempts 
to comply with this requirement by mere- 


ly stating that “We have examined the 
balance sheet of —- Company Limited” 
is in most instances considered inade- 
quately worded. It has been found that 
usually where such a report has been 
presented a test audit has been made and 
if so, we would consider acceptable a 
comment such as, “We have examined 
the balance sheet of — Company Lim- 
ited as at — 1949, and in connection 
therewith we made a general review of 
the accounting methods and examined or 
tested the accounting records of the com- 
pany but we did not make a detailed 
audit of the transactions”. If a detailed 
audit has been conducted, the report must 
so state and set out the period covered 
by such audit. 


The auditor's opinion on the accuracy 
of the balance sheet must be clearly ex- 
pressed and not be so qualified as to 
render it useless to an investor. 


The reports on the other financial 
statements (where required) must also 
be clearly and concisely worded. Care 
must be taken, of course, that the various 
financial statements and reports comply 
with the provisions of the Act. 


It cannot be too strongly recommended 
that the auditor make a practice of re- 
viewing the entire prospectus before the 
material is submitted to the Commission. 
This practice would reveal avoidable dis- 
crepancies between information in the 
narrative of the prospectus and informa- 
tion appearing in the financial statements. 
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Some Aspects of 


Income Taxation in Canada 


By Charles Gavsie, C.B.E., B.A., LL.M. 


(Co-ordinator and Chairman of the 


Executive, Dominion Income Tax Division) 


A survey of the Canadian 
income tax in relation to certain special topics 





I. TAXATION OF CORPORATE INCOME 


gl CANADA the tax payable by a 

corporation is, except in the cases 
specifically mentioned in the Act, an 
amount equal to 30% of its taxable in- 
come for the year or its taxable income 
earned in Canada for the year as the 
case may be. 

The shareholders, in computing their 
income for the taxation year, must in- 
clude amounts received in the year as, on 
account or in lieu of payment of, or in 
satisfaction of, dividends, which includes 
stock dividends. In the case of In re 
Walter Crassweller, recently decided by 
our Income Tax Appeal Board, it was 
held that a distribution by a going com- 
pany of its capital profits would be in- 
come in the hands of its shareholders. 


Undistributed Income 

Canada does not impose a corporate 
tax on the undistributed income of a 
corporation. In this connection it might 
be interesting to note article XIII of the 
Tax Convention with the United States, 

which reads as follows: 
Corporations organized under the laws 
of Canada, more than 50% of the out- 
standing stock of which is owned directly 


or indirectly throughout the last half of 
the taxable year by individual residents 
of Canada, other than citizens of the 
United States of America, shall be ex- 
empt from any taxes imposed by the 
United States of America with respect 
to accumulated or undistributed earnings, 
profits, income or surplus of such cor- 
porations. With respect to corporations 
organized under the laws of Canada not 
exempt from such taxes under the pro- 
visions of this article the competent auth- 
orities of the two contracting States will 
consult together. 


Business Income 

The income of a corporation for tax 
purposes is all the income for the year 
from all sources inside or outside Canada 
including income for the year from all 
businesses and property. Business in- 
cludes a profession, calling, trade, manu- 
facture or undertaking of any kind what- 
soever and includes a venture or con- 
cern in the nature of trade but does not 
include an office or employment. Sub- 
ject to the specific provisions in part I 
of the Act, income for a taxation year 
from a business or property is the profit 
therefrom for the year. 
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The term “profits” as used in the Act 
is not defined. It would appear that 
the profits would be arrived at on or- 
dinary commercial principles subject to 
such provisions of the Act as require 
departure from such ordinary principles. 

It would appear, therefore, that the 
business income of a corporation would 
include the results of all its undertakings 
and ventures in the nature of trade dur- 
ing the year except any transactions of 
a capital or investment nature, which are 
not part of a scheme for profit making 
or trade. 

































































A Recent Case 
The latest Canadian case on this ques- 
tion is that of A/lantic Sugar Refineries 
Limited v. Minister of National Revenue 
{1948} C.T.C. 326. The headnote reads: 


The appellant was incorporated with 
powers to buy, sell or otherwise deal in, 
import, export, manufacture, refine, clar- 
ify, and otherwise prepare for market, 
sugar, syrup, etc. Its normal business 
activities were to buy raw sugar, refine 
and sell it. In its ordinary course of 
business it did not sell raw sugar. Twice 
in its history it undertook transactions 
on the raw sugar futures market: in 
March and April, 1937, and again in 
September and October, 1939. In 1937 
it made a small profit of $212.10, which 
it treated as an item of profit as part 
of its ordinary earnings for that year, 
but in 1939 it recorded its transactions 
on the futures market in a private jour- 
nal and did not include them in its profits 
and loss account. The reason given for 
this was that such transactions were out- 
side the ordinary business of the appel- 
lant and were regarded by it as gambles 
or speculations. In assessing the appel- 
lant for the year 1939 the Minister added 
to its income the profits from its opera- 
tions in raw sugar futures amounting to 
$71,183.09. From such assessment an 
appeal was taken to the Minister who 
confirmed it on the ground that the ap- 
pellant’s profit from its raw sugar fu- 
tures operations was income within the 
meaning of the Act. From this decision 
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the appellant appealed to the Exchequer 
Court. The issue on the appeal was 
whether the profit of the appellant on its 
dealing in raw sugar was taxable income 
within the meaning of the definition of 
income in section 3 of the Income War 
Tax Act. 


Held, (i) That there are many transac- 
tions of a speculative nature that are 
nevertheless trading or business opera- 
tions the profits from which are assess- 
able to income tax. 


(ii) That there was nothing of a cap- ° 


ital or investment nature in the appel- 
lant’s transactions. 


(iii) That the profit of the appellant 
from its sales and purchases in the raw 
sugar futures market may fairly be re- 
garded as a gain made in an operation 
of business in carrying out a scheme for 
profit making and that the profit was 
properly included as an item of taxable 
income and that the appeal should be 
dismissed with costs. 


The Exchequer Court’s decision was 


affirmed by the Supreme Court of Canada 
quite recently. 


“Income” is not defined in the Act, 


although section 6 and following con- 
tain specific provisions of amounts to be 
included in computing income. 


The Courts in Canada have had oc- 


casion to make statements concerning the 
word “income”. It has been said that: 


(1) income is the fruit only and never 
the tree; 

(2) capital must not be confused with 
income, which is equivalent to the ex- 
pression of “balance of gains and 
profits”; 

(3) it is mecessary in each case to 
examine the circumstances and see what 
the sum really is, bearing in mind the 
presumption that “it cannot be taken that 
the legislature meant to impose a duty 
on that which is not profit derived from 
property but the price of it”. 


The difficulty in distinguishing be- 


tween capital gains not subject to tax 
and those gains which constitute income 
















is accentuated in the case of companies 
having wide corporate powers. In the 
case of such companies any transaction 


II. 





The Taxation Division in administer- 
ing the Income War Tax Act had for 
some time interpreted the law as treating 
salary as net in itself and, therefore, not 
subject to any reduction. This view was 
confirmed by the opinion of Mr. Justice 
Audette in In re Taxation of Lieutenant 
Governors’ Salaries [1917-27] C.T.C. 
190. However, the Exchequer Court 
judgment in the case of Bond v. Minister 
of National Revenue [1946] C.T.C. 281 
and Rutherford v. MNR [1946] C.T.C. 
293 upset this interpretation. These de- 
cisions held that bar fees paid by prac- 
tising lawyers employed as salaried of- 
ficials were allowable deductions from 
salary. In addition, in the case of 
Cooper Vv. Minister of National Revenue, 
recently decided by the Exchequer Court, 
it was held that union dues paid by an 
employee who had to be a member of the 
union to continue his employment were 
a deductible expense. However, the Act 
was amended in 1948 to provide that in 
computing the income from an office or 
employment no deduction other than 
those specifically provided in the Act 
could be made for a disbursement or ex- 
pense laid out for the purpose of earn- 
ing the income. 

Under the Income Tax Act in com- 
puting the income from an office or em- 
ployment no deduction can be made ex- 
cept those specifically provided. The de- 
ductions specifically provided for are: 

(1) Employees’ contributions to ap- 
proved superannuation or pension funds 
or plans within the limits specifically 
stated; 

(2) Amounts paid by the taxpayer pur- 
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or operation which results in profit may 
create a liability to tax unless it is the 
disposal of a capital asset. 


EXPENSES INCURRED AS A CONDITION OF EMPLOYMENT 
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suant to a judgment in an action for 
divorce or judicial separation or pur- 
suant to a written separation agreement 
as alimony or other allowance payable 
on a periodic basis as maintenance if 
the parties are living apart; 

(3) Reasonable amounts actually ex- 
pended by commission agents to earn 
their income when they are required by 
their contracts to pay their own expenses 
and are ordinarily required to carry out 
their duties away from their employer's 
place of business. Such deductions are 
limited to the amount of the commis- 
sions received during the year. 

(4) Reasonable amounts actually ex- 
pended by a transport employee for meals 
and lodging to the extent that he is not 
reimbursed therefor and who is required 
to pay for them while away from the 
metropolitan area in which his employ- 
er's establishment is located. 


In addition budget resolution No. 7 
of the Minister of Finance’s speech of 
March 22, 1949, reads as follows: 


That, for the purpose of computing 
income of the 1948 and subsequent taxa- 
tion years of a member of the clergy or 
of a religious order or a regular min- 
ister of a religious denomination there 
may be deducted the value of the resi- 
dence or other living accommodation en- 
joyed by him as such member or minister 
to the extent that it would otherwise be 
included in his income or the rent paid 
by him for or the fair rental value of 
such a residence or living accommoda- 
tion. 

This budget resolution will be imple- 
mented by legislation at the present 
session of Parliament. 
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III. DEPRECIATION 


The Income Tax Act does not contain 
a provision for the allowance of depre- 
ciation under that name. Section 11 (1) 
(a), however, provides for a deduction 
in computing the income of such part of 
the capital cost to the taxpayer of prop- 
erty or such amount in respect of the 
capital cost to the taxpayer of property, 
if any, as is allowed by regulation. 

As you know, no regulation has as yet 
been issued. The Minister of Finance 
has, however, made certain announce- 
ments with respect to it. The following 
is a summary of the proposal. 

1. In order to comply with the pro- 
visions of section 11 (1) (a) of the 
Act, a new procedure has been evolved, 
one of the main objects of which is to 
ensure that a taxpayer will be allowed 
to recover the capital cost to him of 
property. This is a departure from the 
old procedure, particularly in that loss 
in value of assets from causes other than 
strictly wear and tear, such as obsoles- 
cence, will be recognized as a legitimate 
charge against income. As a corollary 
to this, however, deductions from profits 
will not be allowed in excess of that 
portion of the capital cost which is ul- 
timately established to have been actually 
lost. This means that if upon disposi- 
tion of an asset it is found that the 
amounts previously allowed as deductions 
from income exceed the loss actually suf- 
fered, the excess will be brought back 
into income. 


2. Reducing balance method 


In the interests of simplicity it is pro- 
posed to establish a relatively small 
number of general rates of depreciation 
and it will be provided that these rates 
will be applied each year on what is 
known as the reducing balance method. 
Use of this method will entail substan- 
tial increases in the present straight-line 
rates of depreciation. In order to write- 
off an asset in approximately the same 


period of years, it means that the rates 
to be used on the reducing balance 
method will have to be approximately 
double the present straight-line rates. 

3. Assets Bought Prior to 1949 

While, as stated above, the new pro- 
cedure will allow a taxpayer to recover 
out of income what was formerly treated 
as a capital loss, it is proposed not to 
bring into income any profits arising as 
a result of depreciation having been al- 
lowed prior to 1949. To accomplish this 
end it will be provided that the capital 
cost of all property owned by a taxpayer 
at the beginning of 1949 will be the 
depreciated value according to the records 
of the Department at the end of 1948 
and that any proceeds on disposition of 
such assets in excess of that value will 
be treated as a capital profit. There 
will, however, be exceptions in the case 
of the sale of those assets subject to 
double depreciation or special deprecia- 
tion granted by the War Contracts De- 
preciation Board. In addition, in order 
to eliminate any possibility that the new 
procedure results in the taxing of capital 
profits, the excess of the proceeds from 
the disposition of any asset acquired in 
1949 or thereafter over the original cost 
thereof will be treated as a capital profit. 

4. Mechanics of Calculations 

As stated above, a relatively small 
number of groups of assets will be set 
up, each group carrying a different rate 
of depreciation. The mechanics of the 
system will be that in each group the 
starting point will be the Departmental 
depreciated cost at the beginning of 1949 
to which will be added the cost of ad- 
ditions and from which will be deducted 
the proceeds of disposals during the year. 
The deduction to be allowed from profits 
in that year will be determined by apply- 
ing to the figure so arrived at the rate 
applicable to that group and the amounts 
so allowed will be deducted from the 














capital costs of that group to arrive at 
the starting figure for the next year. If, 
at any time, there is a credit balance in 
the account representing any group of 
assets, it will be transferred to income 
and subjected to tax. 

If, at any time, a taxpayer has dis- 
posed of all the assets in one group and 
there still remains an undepreciated cap- 
ital cost for that group, it will be allowed 
as a deduction from income in the year 
of disposal. 

5. Not set up on books 

One of the features of the new pro- 
cedure will be that the taxpayer may 
claim on his return the deduction of any 
amount from nil to the maximum regard- 
less of the amount set up on his accounts 
and also regardless of whether his oper- 
ations for that year resulted in a profit 
or a loss. 

6. Cases of hardship 

It is realized that there may be ex- 
ceptional cases where, for various reas- 
ons, application of the reducing balance 
method may result in depreciation al- 
lowances drastically reduced from those 
that would have been allowed if the 
straight-line method had been continued. 
Accordingly, it is being suggested that 
the Minister be given power for a lim- 
ited period to grant relief in such case 
if the taxpayer can satisfy him that he is 
suffering undue hardship. 

Special Depreciation 

Where a taxpayer has been allowed 
extra or special depreciation on an asset 
in years prior to 1949, it is proposed 
to recover the extra depreciation, that is, 
the amount over and above normal, if 
the asset is disposed of at a profit. Cer- 
tain provisions in this connection have 
been in the law for some time. How- 
ever, the old provisions required re- 
opening the assessments for the years in 
which the special depreciation was al- 
lowed. It is proposed to fit the sale into 
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After graduating from Dal- 
housie University and Harvard 
Law School, Mr. Charles Gavsie 
practised law in Montreal. Dur- 
ing the war he was attached to 
the Legal Branch, Department of 
Munitions and Supply, and in 
1945 he was appointed general 
counsel of the Department. For 
his work in this connection he 
was made a Commander of the 
Order of the British Empire. Mr. 
Gavsie is now co-ordinator and 
chairman of the Executive Com- 
mittee, Taxation Division, De- 
partment of National Revenue. 





the new general scheme and no longer 
require re-opening old assessments. 

To do this it is proposed to define 
capital cost of such assets at the begin- 
ning of 1949 as being original cost less 
normal depreciation accumulated to the 
end of the 1948 fiscal period. If the 
asset is sold in 1949 or a subsequent 
year for an amount in excess of this 
capital cost, the excess is considered to 
be a capital profit: if sold for the amount 
of the capital cost or less, the proceeds 
shall be deducted from the other depre- 
ciable assets. 

To illustrate:— 


Suppose that a building bought 


ie Se CUO Shaiaccuuadeuna $100,000 
Depreciation allowed to the end 
SEG We ects cena 90,000 


The net value for allowance in 
1949 is 


If the building were sold in 1949 for 
$20,000, the ordinary rule is to regard 
the $10,000 profit as a capital profit. 
However, the taxpayer was allowed extra 
depreciation amounting to $80,000. 
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Total depreciation allowed 
Normal 214% of $100,000 for 


$80,000 


Therefore, $10,000 of the $20,000 re- 
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alized is recovery of cost still on the 
books and the other $10,000 is recovery 
of the extra depreciation allowed. It 
will be necessary to deduct the whole 
$20,000 from the undepreciated balance 
of other assets on hand. 


IV. INVENTORY VALUATION 


Section 14 (2) of the Income Tax Act 
provides that, for the purpose of com- 
puting income, the property described in 
an inventory shall be valued at its cost 
to the taxpayer or its fair market value, 
whichever is lower, or in such other 
manner as may be permitted by regula- 
tion. The term “inventory” is defined 
as a description of property the value 
of which is relevant in computing a tax- 
payer’s income from a business for a 
taxation year. 

This rule sets forth what I believe is 
a recognized commercial rule. It should 
be noted that this is a rule for determin- 
ing the profits of the business for the 
year which, in general, must be taken to 
consist of the difference between the 
receipts of the trade or business during 
the year and the expenditure laid out to 
earn these receipts. In making up the 
account of profit and loss for the purpose 
of ascertaining the difference, no provi- 
sion can be made for eventualities which 
may be certain but have not yet happened 
or have not had time to reflect them- 
selves in the returns of the business. 

Under the law the profits are the 
profits realized in the course of the year. 
An exception is recognized where a 
trader purchased and still holds items 
in inventory which have fallen in value. 
No loss has been realized, nor may it 
ever occur. Nevertheless, at the close 
of the year he is permitted to treat 
these items as of their market value. 

Fundamentally the taxing authorities 
are concerned with the ascertainment, in 


the greatest possible degree of accuracy, 
of the profits from a business in the 
particular taxation year under assessment 
and naturally look with disfavour upon 
any valuation of inventories which has 
the result of producing a figure of profit 
or loss more artificial than real. 

In valuing inventories, no difficulty 
will arise where the cost of the actual 
articles on hand at the close of the year 
is known. This value where it can be 
proven will be accepted. The difficulty 
arises where the facts cannot be proven 
and assumptions are made. 

The so-called “basic stock”, “average 
cost”, ‘“Fifo’’ and “Lifo’ methods of 
inventory valuations are not in fact 
methods of valuation at all but are rules 
of presumption as to identity of the 
inventory to be valued. 

Identification of Inventory 

The Act does not lay down any rules 
for the identification of the inventory 
on hand at the end of a taxation year 
and the acceptance or rejection by the 
taxation authorities of one or other of 
the presumptive rules of identification of 
inventories, where these cannot be ac- 
curately identified, remains a matter for 
determination in the light of the facts 
of each particular case. 

In the past the taxing authorities have 
looked unfavourably in varying degree 
upon such rules of presuming identity 
of inventory as “basic stock’’, ‘‘Lifo’’ and 
“Average Cost’. The fundamental rea- 
son for disfavour of these presumptions 
may be attributed to the fact that the 














taxing authorities considered that the 
basis of these rules is the very antithesis 
of sound business procedure inasmuch as 
most things deteriorate through age and 
consequently every business is desirous 
of moving its old stock first. Some per- 
suasive arguments have been advanced 
from time to time to show that in par- 
ticular businesses the application of one 
or other of the “basic stock”, “Lifo” or 
“Average Cost’ theories for presumption 
of inventory identification more nearly 
corresponds with reality than the ‘‘Fifo’’ 
theory. The taxing authorities are not 
beyond sound argument in support of 
any such contentions on the part of tax- 
payers and are prepared to treat cases 
upon their merits. The test, however, 
must continue to be: “In the absence of 
positive identification of the inventory 
on hand, which rule of presumption is 
most likely to present the result most 
closely akin to reality?” 

Once having determined the identity 
of the inventory, the time honoured rule 
for valuation, now incorporated into 









The basic concept of taxation in Can- 
ada of a non-resident is that of taxing 
income having its source in Canada. 

Thus, the Act provides that a person 
who is not taxable as a resident, but who 
was employed in Canada at any time in 
the year or carried on business in Canada 
at any time in the year, shall pay an in- 
come tax as required by the Act upon his 
taxable income earned in Canada for 
the year as determined in accordance 
with section 30. The income which is 
subject to tax is the part of his income 
for the year that may reasonably be at- 
tributed to the duties performed in Can- 
ada or the business carried on by him in 
Canada minus the aggregate of such of 
the deductions from income permitted 
for determining taxable income as may 
reasonably be considered wholly applic- 


Some Aspects of Income Taxation in Canada 





Vv. TAXATION OF NON-RESIDENTS AND FOREIGN COMPANIES 





165 





legislation, may be applied. But the 
problem does not end here. When the 
inventory on hand is raw material, no 
serious problems will arise. But differ- 
ent considerations may apply when the 
inventory consists of goods in process of 
manufacture or of finished articles. There 
are no doubt several methods in vogue 
for the valuation of such articles and the 
taxing authorities have and will probably 
continue to accept any method of costing 
such articles as appears to it to be proper 
in the circumstances. 
Importance of Consistency 

Before concluding my remarks on this 
phase of the subject of taxation, I think 
I should mention that the taxing author- 
ities. regard consistency in method of in- 
ventory valuation as of primary import- 
ance and, generally speaking, changes of 
method once adopted and accepted will 
not be sanctioned without some adequate 
reason and then subject only to any ad- 
justment in taxes which may be required 
to offset any profit change resulting from 
the change of method of valuation. 


able and of such part of any other of 
the said deductions as may reasonably be 
considered applicable. 

Part II of the Act provides for the 
payment of a tax by every non-resident 
person on every amount that a person 
resident in Canada pays or credits, or is 
deemed by part I to pay or credit to him 
as, on account or in lieu of payment of, 
or in satisfaction of, the items therein 
set out. Practically all these items are 
of a category unrelated to the duties per- 
formed in Canada or the business carried 
on in Canada by the non-resident, for 
example, dividends, interest, income of 
or from an estate or income, rents and 
royalties. As indicated in part II, the 


tax is imposed by way of withholding. 
In applying these sections of the Act 
to non-residents, the effect of the Tax 
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Conventions between Canada and the 
several countries must be examined. 
Where there is conflict, the Convention 
or Agreement prevails. For example, a 
non-resident who was employed in Can- 
ada at any time in the year, may escape 
taxation in Canada in respect of his com- 
pensation if he is a resident of the 
United States of America and conforms 
to either of the conditions set forth in 
article VII of the Convention, or if he 
is a resident of the United Kingdom and 
is exempt by article IX of the Tax 
Agreement with the United Kingdom. 
Similarly a resident of either of these 
countries who is liable to Canadian tax 
by reason of carrying on business in Can- 
ada may escape Canadian taxation if 
there is no permanent establishment in 
Canada within the meaning of the re- 
spective Agreements. 


What Constitutes Residence? 

As I have indicated above, a corpora- 
tion resident in Canada is taxable on its 
world income. Its residence is not de- 
termined by ascertaining its country of 
incorporation. Place of residence of a 
corporation, as in the case of an indi- 
vidual, is a question of fact, and the 
rules to determine this are analogous. 
The leading decision on this point is 
that of the Privy Council in B.C. Electric 
Railway Co. v. The King {1946} C.T.C. 
224. Viscount Simon in dealing with 
the question of residence says: 

The company was incorporated in the 
United Kingdom and had its registered 
office in England. It was registered in 
British Columbia as an extra-provincial 
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company under the Companies’ Act of 
1897 of British Columbia. Under the 
Companies’ Act 1929 of the United 
Kingdom (19 and 20 George V. Ch. 23) 
its register of members was kept at its 
registered office, and under section 103 
of that Act it kept a Dominion register 
of members resident in Canada at its of- 
fices at Vancouver. The stock on this 
register can be transferred only on the 
register in England. More important 
than these technical details, however, are 
the following facts, which left it beyond 
dispute that the company, though of 
United Kingdom origin, was “resident” 
in Canada. The company carried on the 
business of supplying electric power and 
light and operating electric railways and 
motor omnibuses in British Columbia 
and had its head office at Vancouver. 
Since 1929 the whole business of the 
company, except certain formal adminis- 
trative business, was required by its ar- 
ticles of association to be controlled, 
managed, conducted and carried on in 
Canada. All general meetings of the 
company and all meetings of directors 
were required to be held in Canada, and 
all directors were required to be resident 
in Canada. All its assets, excepting cer- 
tain records and books of accounts kept 
at its registered office in England and 
certain cash remitted there from time to 
time, were situated in Canada. All the 
income from which its dividends were 
paid was earned in Canada. In short, 
the undertaking of the company which 
produced its profits was in every respect 
Canadian and, in the sense in which 
“residence” is attributed to an incorpor- 
ated company for income tax purposes, 
the “residence’ of’ the appellant was un- 
questionably Canadian. 


VI. APPEALS FROM ASSESSMENTS 


I propose dealing with this subject 
only as it relates to assessment under 
the Income Tax Act. 

Section 53 of the Act provides that 
a taxpayer who objects to an assessment 
under part I may within 60 days from 


the day of mailing of the notice of as- 
sessment serve on the Minister a notice 
of objection in duplicate in prescribed 
form, setting out the reasons for the ob- 
jection and all relevant facts. This notice 
is served by being sent by registered mail 











to the Deputy Minister of National 
Revenue for Taxation, 444 Sussex Street, 
Ottawa. It must be signed by the tax- 
payer himself or, if a company, by its 
authorized signing officer. 

It should be noted that the filing of 
a notice of objection does not suspend 
collection action for the balance owing 
pursuant to the assessment. Section 48 
of the Act provides that the taxpayer 
shall within 30 days from the day of 
mailing of the notice of assessment pay 
to the Receiver General of Canada any 
part of the assessed tax, interest and pen- 
alties then remaining unpaid, whether or 
not an objection to or appeal from the 
assessment is outstanding. While the 
Income War Tax Act did not contain a 
provision similar to section 48 of the In- 
come Tax Act, Mr. Justice Thorson, in 
a judgment rendered on August 18th 
last, in the case of Morch v. Minister of 
National Revenue, held that even under 
the former Act an appeal did not auto- 
matically suspend collection action. 

Upon receipt of the notice of objection 
the Minister must reconsider the assess- 
ment and vacate, confirm or vary it or 
reassess and notify the taxpayer of his 
action by registered mail. If the Depart- 
ment is of the opinion that the taxpayer's 
objection is well founded, in whole or in 
part, it, as a matter of practice, com- 
municates with the taxpayer with a view 
to settling the differences and having the 
notice of objection withdrawn. 

Where a taxpayer has served a notice 
of objection to an assessment and the 
Minister has confirmed the assessment or 
reassessed, a taxpayer may within 90 
days from the date of mailing of the 
Minister's decision appeal to the Income 
Tax Appeal Board to have the assess- 
ment vacated or varied. 

Where a taxpayer has served a notice 
of objection to an assessment and the 
Minister does not within 180 days there- 
after notify the taxpayer that he has 
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vacated or confirmed the assessment or 
reassessed, the taxpayer may appeal to the 
Income Tax Appeal Board to have the 
assessment vacated or varied. 

The form of Notice of Appeal to the 
Income Tax Appeal Board is established 
in Order In Council P.C. 659, dated 
February 10, 1949, published in Part II 
of the Canada Gazette (Statutory Orders 
and Regulations) of February 23, 1949. 
As part of this notice the appellant files a 
statement of allegations of fact and a 
statement of the reasons to be advanced 
in support of the appeal. The notice 
must be signed by the appellant or, if a 
company, by its authorized signing 
officer. 

This notice of appeal, in triplicate, 
is served on the Minister by sending it 
by registered mail to the Deputy Min- 
ister of National Revenue for Taxation 
at Ottawa. A copy of the notice is sent 
by the Minister to the Board. A fee of 
$15 must be paid to the Receiver-Gen- 
eral of Canada upon the service of. the 
notice of appeal. If the appeal is allow- 
ed in whole or in part, this $15 is re- 
turned. No other costs may be awarded 
by the Board and no fees may be charged 
the appellant by the Board. 


Hearing of Appeal 

Immediately after receiving the notice 
of appeal the Minister is to forward to 
the Board copies of all documents rele- 
vant to the assessment. The Board may 
request either party to file additional in- 
formation relative to the assessment or 
the appeal therefrom. The time and 
place of the hearing is fixed by the Board 
and the parties are given at least fifteen 
days notice. The parties may appear in 
person or may be represented at the 
hearing by counsel or an agent or may 
by consent or by order file written sub- 
missions. It is planned to hear appeals 
at all the principal centres throughout 
Canada. The Board is a Court of record 
and may enforce the attendance of wit- 
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nesses and compel them to give evidence. 
The Board may decide to hear the appeal 
in camera or the appellant may request it 
to do so. The Board may dispose of an 
appeal by (a) dismissing it (b) vacat- 
ing the assessment (c) varying the as- 
sessment or (d) referring it back to the 
Minister for reconsideration and re- 
assessment. Upon the disposition of an 
appeal the Registrar of the Board for- 
wards by registered mail a copy of the 
decision and the reasons therefor to the 
Minister and the appellant. 

In the case of an appeal from an 
assessment made pursuant to a direction 
given under section 126, the Board has 
no jurisdiction to vacate or vary the 
assessment insofar as it is made in ac- 
cordance with the direction. 


Appeal to the Exchequer Court 

The Minister or the taxpayer may 
within 120 days from the date of mail- 
ing of the decision of the Income Tax 


Appeal Board appeal to the Exchequer 
Court of Canada. 

The appeal to the Exchequer Court is 
instituted by serving a notice in tripli- 
cate on the other party by registered 
mail and filing a copy thereof with the 
Registrar of the Income Tax Appeal 


Board. If the taxpayer is the appell- 
ant, he must within 30 days from the 
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day the appeal is instituted give security 
for costs to the satisfaction of the Min- 
ister in a sum of not less than $400 
and notice of the filing of the security 
is given to the Registrar of the Board. 
The respondent may within 60 days 
from the receipt of the notice of appeal 
serve on the appellant and file in the 
Court a reply admitting or denying the 
facts alleged and containing a statement 
of such further allegations of fact and 
of such statutory provisions and reasons 
as the respondent intends to rely on. 

The Registrar of the Board transmits 
to the Registrar of the Exchequer Court 
the papers filed with the Board on the 
appeal before it, together with a tran- 
script of the record of the proceedings 
before the Board. The matter is then 
deemed to be an action in the Court and, 
unless the Court orders the parties to file 
pleadings, ready for hearing. In effect 
the hearing in the Exchequer Court is a 
new trial. The hearing is #n camera if 
the taxpayer requests it. The Court in 
rendering judgment may order either 
party to pay the costs. 

An appeal from the Exchequer Court 
to the Supreme Court of Canada and 
the Judicial Committee of the Privy 
Council is governed by general rules re- 
lating to such appeals. 





Disclosure of 
Partners’ Liability for Income Tax 


By Bernard Goodman, C.A. 


Should the firm’s financial statements 
disclose the partners’ individual liability for income taxes? 


s following article, written by 
J. Robert White, appeared in the 
February 1948 issue of the New York 
Certified Public Accountant: 


SHouLp FINANCIAL STATEMENTS OF 
PARTNERSHIPS SHOW ANY LIABILITY 
FoR FeperRAL INcoME TAXES? 


This question is frequently raised by 
credit grantors as well as by other users 
of financial statements. It is a natural 
question since the partnership is the only 
common form of conducting a business 
which does not show the provision and 
liability for federal income taxes in its 
financial statements. In the cases of cor- 
porations and individual enterprises, the 
other two common forms of doing busi- 
ness, the federal income taxes are a li- 
ability of the corporation or of the in- 
dividual conducting the enterprise, and 
there is no question but that the liability 
should be shown on the balance sheet or 
statement of assets and liabilities and 
that the provision therefor should be 
shown as a charge in the profit and loss 
account. However, in the case of part- 
nerships, the liability for federal income 
taxes on the profits of the partnership 
is not a partnership liability but is the 
liability of the individual partners. 

In addition to this legal technicality, 
there is a very practical problem in that 
it is often impossible for the partnership 
as such to determine the taxes that will 
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have to be paid on the partnership in- 
come. In order to make such a deter- 
mination it is necessary to know the 
particulars of the taxable income of each 
partner, and in many cases a partner 
might quite properly not wish to dis- 
close this information to the other part- 
ners. 

Because of these facts, it has become 
almost universal practice in submitting 
financial statements of partnerships not 
to include in the profit and loss account 
a charge for income taxes of the partners 
payable on the partnership income, and 
not to show as a liability the unpaid 
portion of such taxes. Also many part- 
nership financial statements contain a 
footnote stating that the income taxes 
on the partnerships’ income are payable 
by the partners and calling attention to 
the lack of provision therefor by the 
partnership. 

The fact that income taxes claim such 
a large portion of the income of any 
enterprise probably gives rise to the ar- 
gument that regardless of these facts 
some provision for these taxes should 
be made in partnership statements. But 
is there any more reason to show the 
income tax liabilities of the partners in 
partnership financial statements than to 
show other liabilities of partners in those 
statements ? 

It would seem to me that in Joaning 
to a partnership if the credit grantor is 
looking to the partnership assets for re- 
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payment, he is interested in all of the 

demands that might be made for the use 

of those assets and not only in one 
demand, such as one for income taxes. 

If I am correct in that assumption, is 

not our present problem met by (1) the 

accountants insisting that financial state- 
ments of partnerships contain an explan- 
atory comment that no provision for in- 
come taxes is made and no liability is 
shown since the liability is that of the 
partners and not of the partnership, and 

(2) the credit grantor obtaining from 

the borrower a statement as to what 

withdrawals are anticipated by the part- 
ners, whether for tax or for any other 
purposes ? 

The above problem is important 
enough to warrant further discussion 
by public accountants, since there ap- 
pears to be no uniform treatment of 
income tax liabilities of partnerships. 
Prime Purpose of Financial Statements 

We are continuously reminded of the 
fact that independent public account- 
ants prepare financial statements of 
their clients for credit grantors, tax 
authorities, government agencies and 
prospective purchasers but should we 
not bear in mind the fact that primar- 
ily statements are prepared for the 
guidance of the client? 

A partnership business carried on by 
two or more partners requires com- 
plete and informative statements of 
operations for the period under review, 
details of changes in capital accounts 
during the year and balance sheets at 
the close of the accounting period 
which exhibit the true financial posi- 
tion of the business. 

During the war years, most partner- 
ship businesses were subjected to fed- 
eral excess profits taxes as well as in- 
dividual income taxes. High rates of 
taxation created heavy liabilities for 
such taxes and provision for this obli- 
gation was of great significance in an- 
nual accounts of partnerships. 

In some cases, auditors who studied 
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the heavy impact of taxation advised 
the conversion of the business from 
partnership to corporate entities be- 
cause the net earnings (after taxes) on 
a corporate basis were greater than the 
net earnings (after taxes) on a part- 
nership basis, and post-war needs re- 
quired considerable working capital 
which would be augmented if the 
change were made. 


The heavy tax liability clearly set 
forth in financial statements of part- 
nerships not only showed the partners 
the tremendous burden of war taxation 
but also clarified the financial position 
and created discussions concerning the 
advisability of séeking tax relief by 
filing applications for higher ‘‘stand- 
ard” or “base” profits during the excess 
profits tax years. 


E.P.T. Years 

In Canada the excess profits tax on 
profits earned by partnerships was re- 
pealed, effective December 31, 1946, 
but accountants who prepared financial 
statements of partnerships operating 
during the years 1940 to 1946 dealt 
with the tax liability which arose under 
the Excess Profits Tax Act, which treated 
the partnership as though it were an 
entity distinct from that of the part- 
ners. The excess profits tax payable 
by the business was allowed as a de- 
duction from the partners’ share of net 
income for the purpose of determining 
the profits on which the partners were 
subject to income tax. For the purpose 
of the above deduction, excess profits 
tax exigible on the partnership business 
was apportioned by the taxation auth- 
orities on the basis of the total share 
of profits derived by each partner from 
the business and, of course, unequal 
salary distributions charged to profit 
and loss before division of profits, as 
set forth in partnership agreement, 
were taken into consideration. 

Each partner's capital account was 











therefore charged in the first place 
with his share of the total excess profits 
tax liability and a liability account 
“Provision for Excess Profits Tax” was 
credited at the end of each accounting 
year. Excess profits taxes were pay- 
able in quarterly instalments; for ex- 
ample, if the fiscal year ended Decem- 
ber 31, 1946, two payments were made 
— one on the last day of September 
1946 and the other on the last day of 
December 1946, and the balance of tax 
was payable in 1947. Therefore, the 
year-end balance sheet would normally 
reflect a remaining liability for at least 
one-half of the total excess profits tax 
for the year. The provision for excess 
profits taxes was an important item in 
determining “capital employed”, which 
latter item was used in determining 
capital changes and adjusted “‘stand- 
ard” or “base” profits used in the cal- 
culation of excess profits for each year. 
After the excess profits tax liability had 
been calculated, it was a simple matter 
to estimate individual income taxes 
exigible on partners’ income from the 
business. 


Let us assume that two partners op- 
erating in partnership together had 
virtually no income-producing assets 
outside the business. In other words, 
all taxable income originated solely by 
virtue of the operations of the partner- 
ship business. There are many cases of 
this type of operation, particularly dur- 
ing the first five or ten years when the 
business is in the experimental and de- 
velopment stage and partners draw 
only enough for bare living expenses, 
although the profits may be high, and 
leave the profits in the business. In 
cases of this kind, it was considered 
quite in order to calculate and set up 
on the year-end balance sheet, the in- 
come tax liability of the individual 
partners, as well as the excess profits 
tax liability 
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Mr. Bernard Goodman, C.A., a 
member of the Quebec Institute 
since 1931, is a partner in the 
Montreal firm of Goodman & 
Goodman, Chartered Accountants. 





In Canada income taxes of individ- 
uals whose income is derived from 
carrying on a business is payable in 
quarterly installments during the fiscal 
year ending December 31st. The pay- 
ments are based upon estimates of tax- 
able income for the taxation year. Re- 
mittances to tax offices, in the type of 
operation mentioned above, would be 
made by cheque issued by the partner- 
ship business, and if the actual income 
determined at the end of the year was 
higher than estimate, the balance sheet 
would reflect “provision for income 
taxes” — equal in amount to item re- 
flected in profit and loss statement, less 
installments paid to date of balance 
sheet. If quarterly tax installments 
due on excess profits taxes and income 
taxes were not paid as due, the tax ac- 
crual for the year, plus interest on 
overdue installments, represented a con- 
siderable item in the accounts. 


Criticism From Credit Grantors 


We found that bankers and other 
credit grantors in Canada criticized bal- 
ance sheets which did not reflect in- 
come tax liabilities of partnerships. 

It is true that two partners operating 
in co-partnership may have income-pro- 
ducing assets outside of the business, 
viz.:— 

Cash in Savings Banks, 
Bonds, 

Stocks, 

Real Estate, 

Income from Estates, 
etc. 

Suppose partner ‘A’s” share of part- 
nership income is $100,000 and miscel- 
laneous income $10,000. In practice, 
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he will usually pay his income taxes 
from partnership funds. Similarly, his 
partner “B” may have miscellaneous in- 
come from personal assets. What dif- 
ference is there between a cash with- 
drawal for living expenses charged to 
capital and a tax liability on all income 
charged to capital? 


Usually partners who have been in 
business together for some time have a 
very good idea of each other's private 
assets, and in practice I have found 
that if the partnership business is the 
main source of income, taxes on all in- 
come are paid by the business. 










Solicitation of Business 


The following letter sent from Nigeria on April 29, 1949 was received recently 


Suppose the two partners operate a 
business with a capital of $50,000, 
earning $15,000 a year, and each has 
$1,000,000 in personal income - pro- 
ducing assets outside the business, 
earning $30,000 a year. It appears to 
me that in cases of this kind the total 
income taxes will be paid personally with 
funds outside the partnership business. 
The balance sheet of the partnership 
business could then contain a footnote 
to the effect that ‘income taxes of the 
partners will be paid personally by the 
partners and will not be charged to the 
capital accounts of the accounts sub- 
mitted”. 


by a Toronto firm of chartered accountants. (The word “Canada” and the phrase 


Import Licence No— 


“Accounts of Assorted Kinds” were the only parts of the letter filled in by handwriting.) 


A. Folorunso Badmus Bros. 
Importers & Exporters 


Motto Peace & Plenty 
follow honest Traders 


Dealers in:— 


Cement, Bicycles, Kerosene, Stationeries, Hats, Helments, Motor 
Parts, Medecine Foot-Wear, Soaps, Berrets, Oil Greeze Shirts 
Fezcaps, Jewelleries mouth organs Musical Instruments, engines 
batteries Pouches globes, watches and Clocks 


Gentlemen, 


Your name was introduced to us by Canada chamber of commerce that you are 
the manufacturers of Accounts of Assorted Kinds in which we are keenly interested. 
We shall deem it a great honour if you will send to us by return mail your COMPLETE 
RANGE OF SAMPLES, QUOTATIONS and price list. 


TERMS: — 75% Cash with order and balance payable through the Post Office at 


Ijebu-Ode against delievery. 


SAMPLES: — It has become the policy of our firm that SAMPLES should be seen 
before ordering for the fact that we have been much disappointed by many oversea 
customers with their attractive Catologues and Misleading quotations. 


REFERENCES: — Available on request. 


REPLY: — To be sent by AIR MAIL POST. 


SAMPLE PARCELS: — Strongly adviced to be sent by SEA MAIL. 
REGISTER POST FOR SAFETY. 


PP. A. FoLoruNsoO BADMUS AND BROTHERS 


Awaiting for your good news. 


Yours faithfully, 










ae ae a ee ee) le ee ee | 


Stockholders’ Equity 


By Lewis N. Greer, B.Com., M.B.A. 


The term “surplus” should be 
broken down into its real constituents 


teieneniendeeemateeceteneriimeeeemienntemmeteteeici eminence eect tes teecteternsienae niente inten cad acini ee 


R. KING'S ARTICLE “Surplus” in 
the May 1949 issue of The Cana- 
dian Chartered Accountant invites com- 
ments or suggestions in order that we 
might make “‘surplus” a better under- 
stood term. In order to discuss ‘‘Sur- 
plus”, I have chosen a wider field — 
stockholders’ equity, because one cannot 
well discuss “‘surplus’’ without some idea 
of the nature of “capital stock”, to which 
surplus is used in contradistinction. 


Inadequacy of Current Nomenclature 


Accountants have attached special con- 
notations to the two terms “‘capital’” and 
“surplus” and the terms are, therefore, 
deeply imbedded in present day account- 
ing terminology. We are reluctant to 
dispense with our customary terminol- 
ogy. But if we are to acknowledge the 
responsibility of accountants as that of 
informing not only management but 
others such as employees, creditors, stock- 
holders and regulatory bodies, of those 
facts which they should know about the 
enterprise, then the language of ac- 
counting must have meaning for the 
skilled and unskilled reader. 

Many articles have been written on 
this very topic advocating the stand that 
I propose, and my purpose in restating 
this controversial problem is that in my 
opinion we have reached the point where 


our present terminology and generally 
accepted standards of financial reporting 
of stockholders’ equity need revision, 
and acceptance of such revision by ac- 
countants and regulatory bodies. 


The “‘net worth” section (which I pre- 
fer to label “stockholders’ equity”) of 
the balance sheet has long been a source 
of confusion. This is due in part to the 
requirements of the Dominion Companies 
Act of 1934 which I shall not reiterate at 
this point, but to which I shall refer 
later in this article. 


The various committees of the Domin- 
ion Association of Chartered Account- 
ants are at the present time working on 
a revision of terminology, and proposed 
amendments to the Dominion Companies 
Act of 1934. But to date they are re- 
luctant to advocate the drastic changes 
necessary to meet the present-day de- 
mands on accounting. This is supported 
by an examination of their “Review of 
the Dominion Companies Act of 1934” 
wherein they continue to support the use 
of the word “surplus”. 


“Surplus” Should Go 
Mr. King states in his article in the 
May 1949 issue of The Canadian Chart- 
ered Accountant: 
It is suggested that much of the con- 
fusion surrounding the term “surplus”, 
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as used in financial statements, would be 
eliminated if it were used only in the 
following senses: contributed surplus; 
capital surplus; distributable surplus; and 
earned surplus. 

I disagree. To eliminate confusion re- 
quires eliminating the term “surplus”. 
The real meaning and significance of 
“surplus” is not always clear to the read- 
er of accounting statements. Investors, 
businessmen, the courts, and even the 
accountant have often defined the term 
as an “excess” of assets. Although this 
definition may be correct in a sense, it 
has produced unfortunate results in the 
accounting for surplus and in the inter- 
pretations sometimes made from the or- 
thodox presentation of surplus on ac- 
counting statements. In view of the fact 
that the accounting meaning of the word 
“surplus” is different from the generic 
meaning of the word, we should adopt 
more meaningful phrases to describe the 
nature of the various portions of the 
stockholders’ equity. This equity is rep- 
resented, at the present time, by two 
general elements: capital stock and sur- 
plus. 

Clarify “Capital” 

The term “capital” was originally used 
in the accounts of an individual trader 
to denote proprietorship, but its signifi- 
cance is in connection with limited com- 
panies (corporations). The limited com- 
pany is a legal entity apart from its 
members and as such the members en- 
joy limited liability. As stated by Pro- 
fessor Smails:? 

A creditor can look only to the assets 
of the company for the satisfaction of his 
claim, he cannot bring action against the 
private estates of the individual mem- 
bers (as can a creditor of a partnership). 
For these reasons he is directly interest- 
ed in seeing that the money contributed 

by the shareholders remains in the bus- 
iness and that only bona fide profits are 





tR. G. H. Smails, Accounting Principles and 
Practice (The Ryerson Press, Toronto, 1948) 
p. 264. 
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distributed among them. Accordingly 
the law, while granting limited liability, 
held that, for the protection of creditors, 
capital once contributed should be re- 
garded as incapable of withdrawal, and 
that it should constitute a fixed and in- 
violable fund. 

This indicates that the first element of 
stockholders’ equity to be disclosed is 
the legal capital. The present termin- 
ology used is “capital stock”. By chang- 
ing this to ‘‘authorized share capital’ at- 
tention will be more adequately focused 
on this relatively fixed fund and its com- 
position. “Authorized share capital’ is 
advocated because the number of shares 
of each class of stock authorized and is- 
sued should be disclosed to inform the 
reader that all of the authorized share 
capital has been issued or that the com- 
pany has issued to date a portion thereof. 

“Capital surplus’, described by Mr. 
King as “the sum of the amounts set 
aside from earned surplus in connection 
with the redemption of preferred shares 
of the company in accordance with the 
provisions of sec. 61 of the Dominion 
Companies Act’, creates a false impres- 
sion because it is part of the authorized 
share capital of the company. Capital 
surplus is brought about by the redemp- 
tion of preferred share capital out of 
earnings which means that the common 
shareholders have agreed to permanent 
capitalization of earnings in order to eli- 
minate the preference shares and thereby 
enhance their probability of reaping the 
benefits of future earnings. This amount 
should not be called ‘capital surplus” 
but “‘earnings capitalized by the redemp- 
tion of preferred shares”. It should ap- 
pear under the caption of authorized 
share capital”, because the legal, non- 
withdrawable capital remains at the same 
figure after as before the redemption. 


Shareholders’ Contributions 
The second element of stockholders’ 


equity to be disclosed is presently desig- 
nated as “contributed surplus” and “‘dis- 

















tributable surplus”. I would eliminate 
these two terms and substitute ‘‘addition- 
al contributions by the shareholders”. 
The Post-War Planning Committee of 
The Dominion Association of Chartered 
Accountants in their ‘“‘Review of the Do- 
minion Companies Act, 1934” advocate 
that the above be designated as “‘con- 
tributed surplus” — consisting of 

(a) surplus arising from the issue, re- 

demption or alteration of the company’s 

own share capital including, inter alia, 
(i) premiums received on the issue of 
share capital; 
(ii) surplus arising from the conver- 
sion of shares of one class into shares 
of another class; 
(iii) discount on the redemption or 
purchase for cancellation of any share 
capital; 
(iv) that portion of the consideration 
for the issue of any shares heretofore 
set aside as distributable surplus; 

(b) donations of cash or assets by share- 

holders. 

I agree with their composition, but we 
should eliminate the word “surplus” and 
disclose the fact that the stockholders’ 
equity in the company is increased be- 
cause of the “additional contributions by 
the shareholders”. The fact that these 
items may be legally distributable to the 
shareholders in the form of dividends 
is of no great significance in the finan- 
cial statements because it is not the im- 
mediate intention (if ever) to distribute 
them to the shareholders. The fact that 
some or all of the contributions are legal- 
ly distributable can be disclosed either 
parenthetically or as a footnote. 


“Earned Surplus!” 

The third element of stockholders’ 
equity which is at present termed “earned 
surplus”, means ‘accumulated earnings’, 
or ‘undivided earnings’ or ‘retained earn- 
ings’ and should be designated as such. 
The majority of accountants agree that 
this item should consist of the sum of 
the profits from operations and other 
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On obtaining his Bachelor of 
Commerce degree from the Uni- 
versity of Saskatchewan, Mr. 
Lewis N. Greer was appointed 
accounting instructor in the 
University’s College of Com- 
merce. He received the degree 
of Master of Business Adminis- 
tration at the University of 
Chicago this summer. 





gains, including the realized capital 
gains and losses other than those arising 
from transactions between the company 
and its shareholders. 

To ensure adequate disclosure, the 
company should give a detailed ex- 
planation as to why and how the “re- 
tained earnings” are employed within the 
business. This explanation will inform 
the reader as to why the earnings have 
not been distributed to the shareholders. 


There is one other item that is gen- 
erally termed “surplus” and I feel that 
Mr. King’s proposal is very satisfactory. 
He states: 


In some instances the book value ac- 
corded assets of a company is increased 
as the result of an appraisal of the assets. 
The offsetting credit is often classified 
as an “appraisal surplus”, or a “revalua- 
tion surplus”. Since this amount records 
an increase in the value accorded to the 
assets which is not earned, it should not 
be described as a surplus item. This 
amount, in fact, represents the difference 
between the previously written down 
book value of the assets and the estim- 
ated realizable or depreciated replace- 
ment value and would be more approp- 
riately described by some term such as 
“unrealized appreciation in fixed assets”. 


By adopting the above presentation of 
the stockholders’ equity, confusion is 
eliminated because the source of each 
portion of this equity is disclosed and 
phrased in simple fact-giving language 
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which enables the reader to grasp the 
meaning and significance. A comparison 
of the disclosure advocated by Mr. King 


As proposed by Mr. King 
. Capital Stock 
. Capital Surplus 
. Contributed Surplus 
. Distributable Surplus 
. Earned Surplus 
. Unrealized Appreciation in Fixed Assets 


NV hw dD 


Changes in accounting terminology 
and financial statements should be lim- 
ited to those that will lead to improved 
standards. These changes should be 
made only after the members of the en- 
tire accounting profession have given 
serious consideration thereto and have 
signified their willingness to endorse 
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and that presented above brings this fact 
into sharp focus without further com- 
ment. 


As proposed above 


1. Authorized Share Capital 

. Additional Contributions by the 
Shareholders 

. Retained Earnings 

4. Unrealized Appreciation in Fixed Assets 


nN 


Ww 


them without reservation or exception. 
Therefore, the above suggestion of a 
possible improvement is presented with 
the thought that it will stimulate such 
discussion, leading finally to a logical 
and truthful presentation of stockholders’ 


equity. 


Professional Notes 


ONTARIO 
Mr. J. W. McDougall, C.A., Ottawa, has 
been appointed assistant professor of ac- 
counting at Carleton College, Ottawa. 


* + 2 


Glick & Levine, Chartered Accountants, 
announce the removal of their offices to 


Ste. 1206, New Wellington Bldg., 137 Wel- 
lington St. W., Toronto, Ont. 
x * * 
BRITISH COLUMBIA 

Mr. Richard C. Field, C.A., 509 Royal 
Trust Bldg., Victoria, B.C., announces that 
Mr. Richard A. Roberts, C.A., formerly of 
Winnipeg, will be associated with his office 
as a consultant. 











Report of 47th Annual Meeting 


By Clem L. King, B.Com., C.A. 
(Secretary, The Dominion 
Association of Chartered Accountants) 





a forty-seventh annual meeting of 
The Dominion Association of 
Chartered Accountants was held at the 
Royal York Hotel in Toronto, Ontario, 
from September 9th to 16th, 1949. 

The Executive Committee met on 
Friday evening, September 9th, Satur- 
day morning and evening, September 
10th, and on Friday morning, Septem- 
ber 16th. Council met on Monday 
afternoon, September 12th, Tuesday 
morning and afternoon, September 
13th, and Friday morning, September 
16th. The Committee on Education 
and Examinations met on Monday 
morning and afternoon, September 
12th. The Committee on Public Re- 
lations met on Tuesday morning, Sep- 
tember 13th, and the Advisory Com- 
mittee on Uniform Regulatory Legisla- 
tion met on Monday afternoon, Sep- 
tember 12th. General sessions were 
held on Wednesday and Thursday 
mornings and afternoons and the forty- 
seventh annual general meeting was 
held on Friday morning, September 
16th. 

The Institute of Chartered Account- 
ants of Ontario provided a varied 
programme of special events which the 
members and their ladies enjoyed. The 


opportunity to renew old acquaintance- 
ships and make many new ones and the 
dancing and entertainment launched 
the annual meeting in a spirit of 
friendliness and goodwill. The mem- 
bers’ luncheon at noon on Wednesday 
was well attended as were all the other 
functions. On Wednesday the visiting 
ladies travelled to Niagara Falls where 
lunch was served in the Rainbow Room 
of the General Brock Hotel. On 
Thursday the President of the Ontario 
Institute and the President of the Do- 
minion Association were joint hosts to 
the members of Council, the Ontario 
Institute executive committee and com- 
mittee on arrangements and their la- 
dies. The visiting ladies were taken 
to the Ontario Jockey Club for lunch 
and the afternoon’s racing programme. 
The stage presentations on Thursday 
evening met an enthusiastic response 
and the evening provided a further 
opportunity to meet with friends and ac- 
quaintances. On Friday afternoon the 
visiting ladies were taken on a tour of 
the city and to tea at the Old Mill, 
returning in time for the dinner and 
dance which climaxed the week’s ac- 
tivities. 

All the technical and business sessions 


Tuesday evening reception provided an were well attended and the discussions 
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following the presentation of papers 
indicated that the members found them 
interesting and stimulating. 

On Wednesday morning Mr. E. J. 
Howson presided at the session at 
which Mr. J. William Horsey, Mr. A. 
C. Ashforth, Mr. R. A. McEachern and 
Mr. C. Elliott presented papers dealing 
with “The Use and Presentation of 
Published Financial Statements” from 
the point of view of the business man, 
the banker, the financial editor and the 
investment counsellor respectively. 

At one of the two sessions on Wed- 
nesday afternoon, Mr. J. R. M. Wilson 
presided at the session at which the 
panel discussion group, under the 
leadership of Mr. K. LeM. Carter, dis- 
cussed the question “Should confirma- 
tion of accounts receivable and observ- 
ance of physical stock-taking be con- 
sidered normal auditing procedure?”. 
Mr. W. J. Ayers and Mr. J. R. Church 
advocated the affirmative in respect of 
accounts receivable and _ inventories, 
while Mr. Jean Valiquette and Mr. J. 
G. Brown presented the arguments 
against such procedures being consid- 
ered as normal. Mr. Carman G. 
Blough, Director of Research of the 
American Institute of Accountants, 
presented an excellent outline of how 
such procedures came to be adopted 
by the members of his organization and 
the extent of its acceptance in the 
U.S.A. 

At the other session on Wednesday 
afternoon, Mr. R. Bruce Taylor was 
chairman of the group, composed of 
Mr. H. B. Halliday, Mr. R. A. Hicks, 
Mr. R. L. B. Joynt and Mr. G. T. R. 
Plummer, who presented papers and 
led the discussion on the topic “Saving 
time and money in the office”. 

On Thursday, under the chairman- 
ship of Mr. F. E. H. Gates, “The taxa- 
tion of business income in Great Brit- 
ain, the United States and Canada” was 
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covered in excellent addresses by Mr. 
B. H. Binder, Mr. P. F. Brundage and 
Mr. C. Gavsie. On Thursday after- 
noon Mr. R. W. E. Dilworth presented 
a paper dealing with certain aspects of 
the new Income Tax Act not included 
in the scope of the preceding papers. 

At its Friday meeting Council elected 
the officers for the 1949-50 year and 
appointed the chairmen of the various 
committees. 

At the forty-seventh annual general 
meeting of the Association, by-law No. 
1 was amended by unanimous vote to 
recognize the Institute of Chartered Ac- 
countants of Newfoundland as one of 
the constituent Institutes of the Associa- 
tion. 

The reports of the various commit- 
tees were presented to Council and dis- 
cussed at considerable length. These 
reports will be published in their entirety 


in the forthcoming Year Book. 


The Committee on Accounting and 
Auditing Research reported that it had 
been working on three bulletins deal- 
ing with the determination of income. 
The first of these, on bad debts, is al- 
most ready for release, the second on 
inventories will be ready for release 
as soon as consideration can be given 
to any regulations to be issued by the 
Department of National Revenue on 
this topic and in the case of the third 
dealing with depreciation, preliminary 
studies have been undertaken. In ad- 
dition, the Committee has given ex- 
tensive consideration to the question of 
a bulletin on auditing standards and its 
possible content. The Committee has 
also been proceeding with the revision 
of the manual “Accounting Terminol- 
ogy for Canadian Practice’’. 

The Committee on Education and 
Examinations reported that it had 
decided to expand the Board of Exam- 
iners-in-Chief by three members in 
order to provide for representation on 
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a regional basis. Starting with the 1949 
examinations, the Board is arranging 
to have the examination papers marked 
by individuals working during regular 
office hours and as a group, rather than 
completing the task in the evenings 
and working individually. The Board 
hopes that not only will the results be 
available at an earlier date, but also 
that it will be much easier to maintain 
uniformity of grading between the var- 
ious papers and candidates. The 1950 
examinations are to be held during the 
first week of November or the closest 
date thereto that is practicable. 

The Sub-Committee on Personnel 
Selection reported that the Executive 
Committee, having been notified that 
the Institutes of British Columbia, New 
Brunswick, Nova Scotia, Ontario and 
Prince Edward Island would utilize the 
testing program when it became avail- 
able, had authorized the testing of the 
sample group and the launching of the 
programme proper. The testing of the 
sample group was in progress and re- 
turns were being received at a satisfac- 
tory rate. 

The Sub-Committee on Student Re- 
habilitation reported that it had main- 
tained close contact with the Department 
of Veterans Affairs in Ottawa during the 
year. 

The Legislation Committee reported 
that it had dealt with the Income Tax 
Act, the Bankruptcy Bill and Proposals 
6 and 7 of the House of Commons 
Special Committee on Prices during the 
year. 

The Magazine and Publications 
Committee reported on the progress of 
The Canadian Chartered Accountant dur- 
ing the year and on The Tax Review, 
which was first issued in January, 1949 
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in accordance with the 1948 decision 
of the Council. Council approved of 
the recommendation that the Year 
Book be published in three sections in 
the future. The first part, which will 
include the financial statements and 
committee and Institute reports, will be 
published annually. The second part, 
which will contain the list of officers of 
The Dominion Association of Chart- 
ered Accountants and the Institute of- 
ficers and the lists of members of the 
Institutes, will be published annually. 
The third section, to be published at 
approximately five year intervals, is to 
contain the Acts of incorporation, by- 
laws, codes of ethics and other regu- 
lations of the Dominion Association of 
Chartered Accountants and the Insti- 
tutes. 


The Committee on Public Relations 
recommended that a member of the As- 
sociation staff be responsible for public 
relations in co-operation with a Tor- 
onto member of the Committee. It 
was also recommended that public 
relations counsel be engaged in con- 
nection with the annual meetings or 
other special functions of the Associa- 
tion. 


The Committee on Uniform Code of 
Ethics reported that it had received 
comments from all the Institutes upon 
the draft code which had been pre- 
pared last year and had revised the code 
after taking these comments into consid- 
eration. Council recommended that 
the code be sent to the Provincial In- 
stitutes for approval and adoption. 


The various committee reports, Insti- 
tute reports, financial statements and 
membership summaries will be pub- 
lished in the forthcoming Year Book. 





Recent Books 


Reviews of works 
of interest to the profession 





Business Operational Research and 
Reports, by John G. Glover, American 
Book Co., New York, $4.00. 


To anyone who has had a long 
period of contact with the business 
world, this book will bring a vivid rea- 
lization of the differences between the 
successful executive of today and his 
counterpart of twenty-five or more 
years ago. At one time the sole equip- 
ment needed to head a business was an 
eye for a bargain. An instinct for 
finding ignorance or distress and tak- 
ing advantage of it marked the entre- 
preneur. Even after business had 
reached the complexity obviously to 
need organization the manager was 
pretty well expected to operate by in- 
stinct or hunch, a gift which he probably 
acquired at birth as Michael Angelo or 
Patsy Parr did their talents. “An ex- 
ecutive is a man who makes quick de- 
cisions and is sometimes right” was an 
aphorism often seen on office walls. 


The newspaper and radio bring pos- 
sible bargains to the attention of too 
many people for them to be monop- 
olized by the specially alert or un- 
scrupulous dealer. Business has grown 
so big and now accepts a responsibility 
to employees and the community so 
that errors in management are not only 
more costly but are recognized as an 
injury to others than the perpetrator or 
his shareholders. It is no longer suf- 
ficient to be right a majority of the 


time. Business today must practically 
never make a serious mistake. 

As this book points out, manage- 
ment decisions, if they are to be sound, 
must be preceded by (1) research to 
collect all the known facts, (2) the ar- 
rangement, classification and analysis of 
the facts, (3) the interpretation of the 
facts and (4) the induction of a con- 
clusion. This is not all. The decision 
must be accompanied by adequate plans 
for its execution and for checking the 
results. 

This book is a text book on the re- 
search that should precede an import- 
ant management decision. It indicates 
in a clear and comprehensive way the 
factors requiring investigation whether 
the problem is product, plant, ma- 
terials, man-power or markets. Nor 
does it overlook that research is large- 
ly wasted unless the findings are well 
reported. 

An appendix gives, amongst other 
specific suggestions, appropriate sub- 
jects for research on the problem of 
locating a business (34 pages of con- 
cise questions) and a manual on prep- 
aration of research reports issued by a 
large company for the guidance of its 
technical staff (62 pages). 

The book is lucid and complete. 
While directed mostly at the student in 
business administration, it could hardly 
fail to benefit any executive who would 


read it. 
R. Bruce TAYLor, F.C.A. 
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Recent Books isi 


Standardized Audit Working Papers, 
by Frederick Staples, C.P.A., published 
by the Counting House Publishing Co., 
Milwaukee, Pp. 277 and index, $4.50. 


The first edition of this book issued 
in 1947 brought forth very favorable 
comment from members of the profes- 
sion in Canada, England, Ireland, Aus- 
tralia and the United States. The new 
edition has been revised to provide 
larger sized sample audit working pa- 
pers and there have been some changes 
in the form of audit reports and au- 
dit report questionnaire. 

This is a very practical and instruc- 


tive book. 
J. A. Witson, F.C.A. 


Plain Words, by Sir Ernest Gowers, 
published by His Majesty’s Stationery 
Office, York House, Kingsway, Lon- 
don, W.C.2, Pp. 94, 2/-. 

Most of you have already heard of 
this book which was first published in 
April 1948 at the invitation of the 
Treasury. It is concerned particularly 
with the use of English by officials, but 
we might as well admit now that many 
public accountants have the same, and 
possibly more, faults along this line 
than public servants. 


To those interested in writing and 
who wish to avoid pitfalls, this book 
will be found at once instructive and 
delightful. Some of the examples are 
so ridiculous that one is amazed to see 
their source. 

In his epilogue, Sir Ernest begins 
with the following sentences, which 
can be applied as well to public ac- 
countants as to public servants. 

A book designed as a guide to offi- 
cials in the use of English runs the risk 
of giving a false impression. It cannot 
help being concerned mainly with faults 
to be corrected, and so may make the 
picture look blacker than it is. The true 
justification for such a book is not so 
much that official English is specially 


bad as that it is specially important for 

it to be good. 

It is unfortunate that His Majesty’s 
Stationery Office (or the Treasury, for 
that matter) has not made a greater ef- 
fort to make this book known and 
available in North America. This re- 
viewer made inquiry at six first-rate 
book shops and counters in Toronto 
and none of them had heard of it. 
Finally, he was able to obtain a copy 
through the kind assistance of the Brit- 
ish Trade Commissioner in Toronto. 
It is hoped that this review will not 
only entice our readers to study this 
guide to the use of English, but will 
also make some dollars available to the 
publishers. One cannot complain of 


the high cost of this British product. 
R.F.B.T. 


Audits and Examinations Standards 
and Procedures, by Christian Oehler, 
published by American Book Co. New 
York, U.S.A., Pp. 570, $5.25. 

This book is designed as an instruc- 
tion manual in audit and examination 
procedures for accounting students as 
well as practising accountants. 

Mr. Oehler describes very thorough- 
ly and clearly the audit procedures and 
methods used in verifying balance 
sheet, revenue and expense items. Be- 
cause each important procedure is pre- 
sented in a form enabling the account- 
ant to know what to do when con- 
fronted with a given situation, it is an 
excellent reference book for both stu- 
dent and practising accountant. Fur- 
ther the book is exceptionally well 
cross-indexed thus improving its value 
as a reference book. 

Although written and published in 
the U.S.A. it aptly applies to auditing 
procedures here. Senior students and 
practising public accountants will find 
this book interesting and a useful addi- 


tion to their libraries. 
K. W. Batt, C.A. 





$8 
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Handbook of Cost Accounting Meth- 
ods, J. K. Lasser, C.P.A., Editor; D. 
Van Nostrand Co., Toronto, 1949, 
1284 pages, bibliography and index, 
$10.50 

The professional accountant is fam- 
iliar with the Handbook of Accounting 
Methods, edited by Mr. Lasser, which 
became in the few years since its appear- 
ance a welcome source of information 
on accounting methods for a_ great 
variety of businesses and industrial en- 
terprises. It can be justly claimed that 
the new Handbook of Cost Accounting 
Methods will play an equally important 
role in the field of cost accounting. 


Section I of the book is an integrated 
series of articles by authorities which 
show how the techniques can be used as 
an instrument for management controls 
as well as for profit. 


Section II of the book is applied cost 
accounting to a diversified range of in- 
dustries and systems, selected so that 
other businesses can readily find in it 
immediate and great value. 


Section III contains a carefully classi- 
fied bibliography. 

The contributors to Section I include 
such well-known accountants as Maurice 
E. Peloubet, C.P.A., known as the father 
of the LIFO method, who writes the 
leading article “A General Survey of 
Cost Accounting, Its Problems and Set- 
ting’, Professor C. W. Sargent, author 
of 8 chapters, Professor Carl Thomas 
Devine, contributor of 5 chapters, and 
T. H. Patterson, who covers 4 chapters 
on Techniques, Procedures, Forms, etc. 
The 70 contributors provide a veritable 
mine of up-to-the-minute cost accounting 
information for accountants, engineers, 
and business advisers. Prototypes of 
systems which can be adapted for every 
kind and type of business and industry 
will be found in the volume. 


Section II contains 61 articles on cost 
accounting in specific industries; it is 
hard to find any line of manufacturing 
which is not represented either directly 
or through an article on a closely related 
industry. Industries not usually discussed 
in cost accounting texts, like drug whole- 
saling, hospitals, hotels and clubs, muni- 
cipal cost accounting, are included. The 
articles in a collective volume are natur- 
ally not all of the same standard. The 
guiding hand of the editor can be traced 
through the lay-out of the articles on the 
various lines of industry, which in a uni- 
form way start with a description of the 
particular industry and follow through 
with the design and description of the 
cost system for this line. 


A volume of 1344 pages is, of course, 
pretty heavy and clumsy to handle. There 
is no doubt, however, that this standard 
work will be used by an impressive num- 
ber of public accountants, to whom it 
presents convenient answers to problems 
posed by their clients, by accountants and 
especially cost accountants in industry, 
also by management and economists who 
may seek there the answer to their prob- 
lems. Commerce and Finance professors 
and their students will welcome espec- 
ially the basic articles of the first section 
which deal with a number of matters 
not easily found in the current text books. 


Every student-in-accounts and also 
most practitioners will be well rewarded 
for reading Chapter 4, ‘Major cost prob- 
lems in business” by Professor Sargent, 
which is an excellent summarization of 
the present stage of cost accounting and 
a very handy condensation of the major 
questions in costs. The article deals for 
instance with the cost-revenue-profit- 
volume representation, the developed 
break-even chart or profit graph, not 
often fully described in current text 


books. 


Grorce MoLter, C.A. 








The Students’ Department 


J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


_ THE practising accountant the 
real problem of consolidated finan- 
cial statements must, we submit, be more 
than merely shepherding figures safely 
through the columns of wide work sheets. 
The real problem, the basic thing of all, 
must surely lie in deciding whether or 
not the preparation of consolidated finan- 
cial statements is going to make the 
financial picture any clearer. Goodness 
knows many of our corporate set-ups are 
extremely complicated. Perhaps we are 
expecting too much to have a single bal- 
ance sheet and income statement that will 
tell us the whole story at a glance. 

The preparation of consolidated finan- 
cial statements should, we suggest, be set 
against the simpler alternative of separate 
balance sheets and income statements for 
the parent company and each of the sub- 
sidiaries. Besides being simpler, which 
is quite enough to recommend it for 
most of us, the alternative mentioned 
puts the spy glass on things. A family 
of associated companies, like any other 
family no doubt, only moves harmon- 
iously as a group if you look at it from 
a distance. It is an unfortunate statis- 
tical proposition that the further one gets 
away from the basic data (as where 
statistical techniques such as consolida- 
tion intervene), the less reliable is his 
information going to be. 

On the other hand, the simpler al- 
ternative, in common with many another 
idea, is not quite as simple as it sounds 


on first hearing. In addition to the in- 
dividual balance sheets and income state- 
ments of the parent company and each 
subsidiary we would need some supple- 
mentary information. First of all, we 
should have an indication of the extent 
of the parent company’s ownership in 
each subsidiary. Secondly, we would 
need a report of the effects of significant 
inter-company transactions upon the 
profits of the various companies. (Any 
interpretation of the separate statements 
assumes that there has been no manipula- 
tion of profits by inter-company transac- 
tions.) The consolidated form of pre- 
sentation must at least be given points 
for the fact that it eliminates this effect 
as a preliminary to the preparation of 
the consolidated income statement. 
+ 

The technique of preparing consoli- 
dated financial statements is, in a way, 
an averaging process. Of course we do 
not divide by the number of companies 
involved when everything else is done, 
but we do end up with an aggregate 
of data to interpret. And what can we 
ever do with an aggregate except infer 
some sort of average from it? Present- 
ing us with an aggregate is one way of 
compelling us to assume that the over- 
all picture we are given is representative 
of the components. We hasten to say 
that what one adds together in preparing 
a consolidated balance sheet are still the 
parent company’s investments in various 
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subsidiaries. The difference is that in 
place of the single figure for cost to the 
parent company, the investments are each 
expressed in the form of assets — liabili- 
ties (including minority interests). Con- 
solidation is a process of enlarging on 
the parent company’s most important 
asset (investment in subsidiaries). 
Having said this, we submit that con- 
solidated financial statements are subject 
to all the weaknesses of an average. The 
point is, an average is not meaningful 
unless the individual items from which 
it is computed have more or less the same 
magnitude. If this is not the case, the 
average is simply not a representative 
measure and it becomes misleading to 
use it. We can emphasize our point this 
way: think of a day in June (any one 


PUZZLE 

A train leaves Toronto for Montreal 
travelling at 55 miles an hour, and at 
the same time another train leaves Mont- 
real for Toronto travelling at 65 miles 
an hour. The distance between the two 
cities is 360 miles. 

A housefly travels 100 miles an hour. 
It starts out with the train leaving To- 
ronto for Montreal, travels on ahead of 
it until it meets the train from Montreal 
on the way to Toronto, then reverses 
direction and travels back until it meets 
the train from Toronto, then reverses 
direction again until it meets the train 
from Montreal, and so on. 

How many miles does the fly travel 
by the time the trains meet? 
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will do) in which the temperature dur- 
ing the daytime is 60 degrees, but falls 
to 26 degrees at night. Can you console 
a gardening enthusiast by telling him that 
the average temperature over the twen- 
ty-four hours was 43 degrees? 

Suppose then that one subsidiary com- 
pany is doing very well for itself and 
that another subsidiary is taking life 
pretty easy and showing a loss to prove 
it. What are we going to accomplish 
by adding the detail behind the invest- 
ment in the first company to the detail 
behind the investment in the second? 
As far as presenting information to 
shareholders is concerned, it could be like 
trying to tell a combined story of the 
lives of Sir Galahad and Don Quixote! 


SOLUTION TO LAST MONTH'S 
PUZZLE 





PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect 


of course the personal views and opinions of the various contributors. 


They are designed 


not as models for submission to the examiner but rather as such discussion and explanation 
of the problem as will make its study of benefit to the student. 
presented is cordially invited. 


Discussion of solutions 
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PROBLEM 1 
Intermediate Examination, November 1948 
Accounting II, Question 2 (5 marks) 

For each of the following cases state whether the proposed refinancing would be 

financially desirable and submit schedules to support your conclusion: 

(a) Sun Company Limited, on 31st December 1937, issued $500,000 of 20 year 6% 
bonds at 82, callable at par, and has been amortising the discount in equal annual 
amounts. As of 31st December 1947, it is proposed to substitute $500,000 of 10 
year bonds at 4%, to be sold at par. Refinancing expenses will amount to $15,000. 

(b) On 1st January 1937, the Dry Company Limited issued at par $1,000,000 of 5% 
bonds due 1957, callable at any time prior to that date at 105. As of ist Janu- 
ary 1947, it is proposed to refund by means of 30 year 4% bonds, to be sold at 
par to cover total cost of refunding. Refinancing expenses will amount to 








$91,000. 
(Note—Ignore compound interest). 
A SOLUTION 
(a) Sun Company 
Annual Costs 
Present Proposed 
Scheme Plan 
Discount 90,000 aaa’ Lats: steals 4,500 0 
20 
I asec a ees cera is oer avn amend ac tata enveleiee esl is niceree 30,000 20,000 
Refinancing Expense 45,000 + 15,000  wn.cescccccsecssssessccesseseseeeeens 6,000 
10 
De A IR OTERE isc ccbitiaeeiericscsea cin rtnshaeues 34,500 26,000 














Therefore the proposed plan would be financially desirable. 
(b) Dry Company 





New issue: 
ea te Nii ta ans Soxesus wo ckcsds en bin Wistusaaicaced cca dodgssucsaesodse .. $1,000,000 
MOREE! (QORORIERUUNN ese PR RNDIOO ucerssces cusses sunsasicvatesndsecesvers<oteivebedsenszorencauaseyes 50,000 
Refinancing expense .......... saapi dial Avath wwedsivanttiny Dacsninetalesuesseisnecbaonecreductstalele 91,000 
Total par value of new issue ...............0... =i an. $1,141,000 
SSSSSSSSS= 

Annual Costs: 

Present plan = Interest 5/100 X 1,000,000 . ' ... § 50,000 
SSS 
Proposed: plan’ == Interest 4/100) XK 1jV41 {000 ssienie. cn. ecsesscteeetesiy-eezenebens $ 45,640 
plus amortization 50,000 + 91,000 .... : cise 4,700 
30 —_———— 
$ 50,340 


Therefore the proposed plan would not be financially desirable. 


PROBLEM 2 
Intermediate Examination, November 1948 
Accounting II, Question 3 (15 marks) 
O. Faith and I. Hope entered partnership on 1st January 1944, and commenced opera- 


tions as a small manufacturing concern. 
At 31st December 1947, it is decided to dissolve the partnership and the auditor has 
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been asked to determine the amount in the capital accounts of each partner as at this date. 
The following information is taken from the partnership agreement: 
1. Original capital invested: O. Faith $7,000 
I. Hope 5,500 

2. Interest on capital allowed at 3% on balances as at the beginning of the year, this 
amount to be credited to the partners’ capital accounts. 

3. O. Faith is to receive a monthly salary of $150 and this salary shall be charged 
against profits before charging interest on capital. If the profits before interest 
on capital but after provision for salary do not exceed 7% of the total capital as 
at the beginning of the year, then O. Faith’s monthly salary shall be reduced to 
$100 the following year, and remain at this figure until the yearly profits advance 
to more than 7%, when the salary shall return to $150, commencing the year 
following the one showing the increase in profits. 

4. If in any one year profits before interest on capital but after provision for salary 
exceed 10% of the total capital as at the beginning of the year, O. Faith shall 
receive a bonus calculated as follows: 

30% on excess earnings up to $1,750. 
25% on any further earnings. 

5. Any profits, after provision for O. Faith’s salary and any bonus applicable, and 
interest on partner’s capital, shall be divided equally between the partners and 
credited to their accounts. 

O. Faith has withdrawn only his salary and bonus during the 5 years. 

. I. Hope withdrew $500 each year up to and including 1945, and $2,000 in each 
of 1946 and 1947. 

8. Profits for the last four years before deducting salary, interest or bonus are found 


to be: 
Ne 
1945 dosstbanes 3,000 
1946...... pecectnateeevantlay Pash epee 
1947..... ssuctesiees 6,250 
Required: 


(a) Schedule showing the computation of the profits to be distributed between the 
partners at the end of each year. 
(b) Capital accounts for each of the partners covering the four year period. 






































A SOLUTION 
(a) O. FAITH AND I. HOPE — PROFITS FOR DISTRIBUTION 
As at 31st December 
1944 1945 1946 1947 
Profits before deductions $2,500 $3,000 $5,550 $6,250 
Less: 

Salary—O. Faith ....................... snes $1,800 $1,200 $1,800 $1,800 
Den UNNI SS sh ss be peses vaso enacconsusctenrtenven : — 159 679 827 
Interest on Capital @ 3% ........ d sicvmssha bak acs 375 381 415 447 
Profits for distribution ........ a $ 325 $1,260 $2,656 $3,176 
O. Faith . BR eRe et scsi es, sed . $ 163 $ 630 $1,328 $1,588 


NE i sala i 162 630 1,328 1,588 





FPL RTE 


eteteemmnenmianmnennelimmemes iccmaeeee 
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(b) O. FAITH AND I. HopE — CAPITAL ACCOUNTS 
O. Faith I. Hope 

1/179R: apitel TAGs ins isas hinieciktnsiycees $7,000 $5,500 
Add: Interest on Capital ..................... $ 210 $ 165 

MOETO GF PRON §.ciiiccciesesmcans 163 373 162 327 

4979 5,827 

PRES WETOMAN INN di ssgcsesu siateasospeaniteessvatis 500 

E/U/AS “GOP TV OSE: cisesscssicsecssecscctiscssaaciscccsns 1,373 5,327 
Add: Interest on Capital ....................... 221 160 

Share GF Prokts « s...::...6:..5....: . 630 851 630 790 

8,224 6,117 

ee sai ee Jcgealleosias 500 

1/1/46 Capital Invested ....... Bpuetocats 8,224 5,617 
Add: Interest on Capital ................ 247 168 

Share of Profits 1,328 1,575 1,328 1,496 

9,799 7,113 

Less: Drawings .............. 2,000 

1/1/47 Capital Invested ........... 9,799 5,113 
Add: Interest on Capital ..... 294 153 

Share of Profits .. 1,588 1,882 1,588 1,741 

11,681 6,854 

Less: Drawings 2,000 

Capital as at 31st December 1947 11,681 4,854 

Calculation of bonus: 1944 1945 1946 1947 

Profits less salary 700 1,800 3,750 4,450 

10% of Capital 1,250 1,270 1,384 1,491 

Excess 0 530 2,366 2,959 

30% on 530 1,750 1,750 

25% on 616 1,209 


Editor’s Note: Because Faith’s drawings are the same as his salary and bonus, the above 
statement omits a charge for his drawings and a credit for his salary and bonus allowance. 
An alternative presentation would be to show his salary and bonus as credits to his capital 
and to deduct his drawings. 
PROBLEM 3 

Final Examination, November 1948 

Accounting III, Question 3 (20 marks) 
A. J. Jones, who is married and has 2 children (John age 15, at home and Peter age 
19, at university), has an opportunity to invest in the partnership of A, B & C. A is 
retiring from the partnership and has offered to sell his interest in the firm to Mr. Jones 
for $30,000. Mr. Jones would then receive A’s share of the profits, after A’s salary and 
interest on partners’ capital, which are presently divided in the ratio A, 2; B, 1; C, 2; 
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and he would also take over A’s executive position in the business which carries with it 
an annual salary of $4,000. The partnership agreement provides for 5% interest per annum 
on partners’ capital investments. 

Mr. Jones has been handed the following statements: 


A,B &C 
BALANCE SHEET 
As at 3ist December 1947 


ASSETS 
I a eta en ca toda ey Oe zenia taal you dabanntwasSind we ees $ 500 
PRES eee mee eee nae ' ia 2,700. 
ASHISIMANG GIOIEWRIIIE oss iscoscdscescecovnssereonsessea0% kant Scsssiseck ap ee 
RINE So ae ig i te neta abe cs 2,000 

7,000 

SERINE ssn ok Pr aaa cet tna eet 11,500 
$ 21,700 
Investments in government bonds .............. a 13,300 
Fixed assets, less depreciation ........ 100,000 
$135,000 

LIABILITIES 

Accounts payable = $ 10,000 
5% Mortgage Fe ckas dettenaiees Mes oS eet e 40,000 

RENN oan ces secs 05 dada cedsceSenddasstcbseawsie' ane e ; $ 20,000 

pniee Cuckueetamen 5 bigspieeeeesk 25,000 

& Be temeae ta ttares 40,000 
85,000 
$135,000 

A, B & C 
OPERATING FIGURES 
For 


Years ended 31st December 
1945 1946 1947 




















Nc a I a tlt $48,000 $62,000 $78,650 
RNs IRE EIR oO eas nt Tan ehh OA Sie eat aed ao 28,000 30,000 44,000 
BRM NOIRE sacs cots sists percotasescsasccsavteetees Beeb eater ct sesssseeee $20,000 $32,000 $34,650 
Expenses: 
ORES en Sop ee eet Se ee eae . $4,500 $ 8,700 $10,000 
General and administrative (not including A’s salary) .... 5,000 5,500 5,900 
IRIN SENET hs os Sa og aed en ed eat. 2,000 2,000 2,000 


There seems to be no reason to believe that A’s retirement will have any effect upon 
the profits of the business. Mr. Jones considers the prospects of the firm are satisfactory 
and that profits can probably be maintained at the same level as they were in 1947. 

Before deciding to invest in this. firm Mr. Jones looked around and discovered he 
could buy from X 3,000 shares of Class B common shares of the XYZ Company Limited, 
at $10 each. This company is in the same line of business as A, B & C, and Mr. Jones 
further learns that he could take over the executive position with the company presently 
held by X, at an annual salary of $6,000. 
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The following are the statements of the XYZ Company Limited: 
XYZ COMPANY LIMITED 
BALANCE SHEET 
As at 31st December 1947 
ASSETS 
MN ee EB Nk LE hc pa, at IE AB ti als eat $ . 500 
OE ret eA gC Th gs ih ate tata ca uh Te aS 3,200 
DE ANN N ONE 62 6. Sr iscketiiciaisriscahie ude utseieia acess $ 26,000 
Ie Ie igi OS vera eto TR a I ois 1,200 
24,800 
NIN nash pint sl ves Shes earovticabtsenlipsoraiesxaliens ietekas ddseaileasveeewesuea 30,100 
$ 58,600 
FEGbd GHSCtS; 1668) PEDTOCIAU ON o..55.05.ssnisscosesscriscercisionensscones 66,000 
RRM osc ie echo ai earn eeccnatataeeesta ied ehode tates Si beets sees 10,000 
$134,600 
LIABILITIES 
aI RRNNN SUR MIN c  10ects<cen tag cocub in esata pesemusennetataoniadoieeasive $ 15,000 
Capital—Class A common, 5% cumulative (authorized 5,000 
RP ME I asco reenter oases ata Secnse cnncreeca ineeceseGiaviatieeabenstes $ 50,000 
Class B common (authorized 7,500 shares at $10) ...... 50,000 
$100,000 
PMN sys sovstny conve scan cue oats ea cucbvcobocneunsceeatsealeve ccesthvmnscxtdbrshantiorsees 19,600 
134,600 
XYZ COMPANY LIMITED 
OPERATING FIGURES 
For 
Years ended 31st December 
1945 1946 1947 
te Ea iat ha a cuss. $68,000 $74,000 $81,000 
RE NE SO WRI oo sssisanisstices Svassoosnatacaicossvccenes siststéustesswsediecvvicns MOO 43,500" “SO100 
Gross profit ..... L Andis cen san execs Moet a tee toe ... $24,000 $30,500 $30,900 
Expenses: 
ee NF ee Louse $ 6,300 $ 7,100 $ 9,850 
General and administrative .0.........0.0.....cccccccccccsccescesscceseeceeseees 9,800 10,200 12,000 
SPRINT «Spee ase testy tere tet ean odes uae retin eee 1,400 1,500 1,600 
Further enquiry shows that dividends have been declared regularly and that in 1947, 


the Class B shareholders received a dividend of 8%. Mr. Jones feels the profits could be 


increased by an advertising campaign and a more aggressive sales policy. 


Mr. Jones has asked advice as to the advisability of purchasing A’s interest in the 


partnership A, B & C, as opposed to the alternative investment in XYZ Company 
Required: 


Limited. 


Explain the various considerations, including Dominion but not Provincial income 


taxes, which Mr. Jones should take into account in arriving at his decision. 


A SOLUTION 


Jones is married and has 2 dependents (one under Family Allowance provision and one 


at University) .°. his tax exemption is $1,900 at 1947 rates. 





: 


fees 
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1. His share of the 1947 profits in the Partnership of A, B & C would have been: 
2/5 of net profit after interest on captial and his own salary, or 2/5 x $8,500, 





RN il id Ea i eka $3,400 
Far PMNS REED ies cocons os) teed cence ose Aves zaocn opacte 5 haber aatestd ee in wwe 4,000 
+ Interest on capital, 5% of $20,000 ............ OO hp at sete ea Ac 1,000 
NIEMINEN ee ee Sea eR a a ce 8 ee : 8,400 








2. His income for 1947 from the XYZ Company Ltd., would have been: 





8% dividend on investment of $30,000 aes ee $2,400 
+ annual salary ee porate tas eR te ei ; shat 6,000 
Total income Seer tee es RE ete ; Sie libata tI a 8s .. 8,400 








Surtax on Investment Income of 2400-1800 or 600 @ 4% = $24. 


3. On the basis of 1947 operations, the total income from the partnership would be 
$8,400, whereas Mr. Jones’ share of the company’s income would be only $7,629*, although 
the actual return was $8,400. 

Assuming 1948 levels of income taxes, the company profits would have to increase to 
at least $9,285.71 before his share of the profits after taxes would be equal to his portion 
of the partnership income after taxes. In view of Mr. Jones’ estimate of future prospects 
this may be possible. Jones should keep in mind the possibility of legislation similar to 
Part XVIII of the Income War Tax Act, enabling payment of surplus to shareholders when 
tax rates may be lower. 

4. In the case of the company, the investment risk is carried by the company; in the case 
of the partnership, any loss is borne by the partners directly. 

5. In the partnership, there is unlimited personal liability; in the company his liability is 
limited to his share investment. 

6. In the partnership he is only a partner; in the company, by virtue of the fact that he 
will be owning 3000 of the 5000 Class B. shares issued, he will be in control. 

7. If he buys A’s share of the partnership, his $30,000 will buy only $20,000 of the 
total of $85,000 partnership capital, whereas, in the company, his $30,000 purchases a 
share in the equity of the company with a book value of $41,760. (Jones’ share 3/5 of 
(equity of 119,600—Class A $50,000)) 

8. On dividend income from the company, Jones has to pay a surtax (present rates 
4%) on investment income over $1,800 per year, so that his income from the company would 
have to be slightly more than from the partnership. 

9. Out of each $1.00 increase in partnership income Jones would receive 40c as- 
suming no change in the capital accounts of the partners; out of each $1.00 increase in 
company profit Jones would be eligible to receive 3/5 of $1.00 — 30% = 3/5 X 70c = 42c 
assuming no change in Jones’ stock holdings. 

10. In the case of the company, there is the possibility of setting up a pension fund 
which would be allowed as an expense to the company and as a deduction from Jones’ in- 
come; this advantage could not be obtained through the partnership. 

11. For succession duty purposes, it would be easier to arrive at a value of Jones’ 
interest in the company than in the partnership. 

12. If he desires to liquidate his investment, this can be done more easily through 
the sale of shares in the company than by the sale of his interest in the partnership. 

13. There is the possibility of declining tax rates in the future, and the withdrawal of 
profits in the form of dividends can be arranged as the tax rates vary. 

14. Because of the apparent future prospects for increased profits of the company and 
the fact that for $30,000 he would take over A’s capital equity of $20,000 in the partner- 





a = hCUumlChCUur 
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ship, it would appear that Jones would be well advised to purchase the stock of the XYZ 
Company Ltd., and take over the executive position held by X rather than invest in the 
partnership and become the managing partner. 


* Editor’s note: 














1947 profits XYZ Co. Ltd. before taxes $7,450 
1947 profits XYZ Co. Ltd. after taxes (70%) 5,215 
Dividend to Class A shares: 500 shares @ $5 2,500 
Available for Class B shares 2,715 
Jones’ share: 3/5 of $2,715 ’ 1,629 
FOURS SRIATY 6. ussite: scat ; 6,000 
Jones’ share of company’s income $7,629 
PROBLEM 4 


Final Examination, November 1948 
Accounting III, Question 4 (10 marks) 
The Holding Company Limited, a Dominion Company, derives its income wholly from 
dividends received from its subsidiaries. The following figures are taken from the financial 
statements of the five subsidiaries for the years 1945 to 1947 inclusive: 


Deduct Deduct 
income dividends 

and excess declared Balance 
Net profit profits taxes and paid to surplus 

Company 1 1945 $ 5,000* ee Deets $ 5,000* 
1946 4,500 ho eer eee 4,500 

1947 27,500* > 27,500* 

Company 2 1945 114,000 68,500 40,000 5,500 
1946 137,000 67,000 50,000 20,000 

1947 8,200* 10,000 18,200* 

Company 3 1945 7,000 ; 7,000 
1946 6,000* 6,000* 

1947 8,500* ; 8,500* 

Company 4 1945 193,000 77,200 110,000 5,800 
1946 214,800 71,600 125,000 18,200 

1947 312,000 96,000 125,000 91,000 

Company 5 1945 145,000 68,000 30,000 47,000 
1946 180,000 49,800 50,000 80,200 

1947 148,000 47,000 50,000 51,000 


*Denotes a loss. 

Other than directors’ qualifying shares, which may be diregarded for the purposes of 
this question, the Holding Company Limited owns 100% of the issued shares of Company 
1; 100% of Company 2; 95% of Company 3; 100% of Company 4; 90% of Company 5. 

Up to and including 31st December 1944, the Holding Company Limited filed con- 
solidated returns for income tax purposes, but for 1945, 1946 and 1947 separate returns 
were filed for each company. The directors are considering reverting to consolidated returns. 
They have asked the opinion of the company’s auditors as to the advisability of so doing, 
and as to any special factors which must be taken into consideration, and have also asked 
him to estimate any probable saving in tax that might result from such action. 





192 The Canadian Chartered Accountant, October, 1949 


Required: 
What considerations should the auditor take into account in arriving at his opinion? 
Note: Candidates are reminded that in computing future profits the income tax law 
as at 31st December 1947 should be deemed to apply. 


A SOLUTION 


1. In order to file consolidated returns, the subsidiary companies must be wholly owned 
—only 1, 2 and 4 may be consoldiated. 

2. With the carry forward and carry back provisions, the only advantage in con- 
solidating is where one company operates consistently at a loss, since if this is not the 
case, the 2% additional tax on consolidated returns offsets any advantage which might 
otherwise accrue. 

3. In any event, the company must elect to file consolidated returns prior to the com- 
mencement of the fiscal year for which the provision is to become applicable, and once this 
has been done, the decision cannot be revoked for five years. Therefore, the Holding 
Company Limited must continue to file separate returns for each company for the years 1948 
and 1949. 

The auditor is not justified in forecasting probable savings in this case, since they are 
not eligible to file consolidated returns until 1950. 


PROBLEM 5 
Final Examination, November 1948 
Accounting III, Question 6 (5 marks) 

(a) C, a resident of New York, is employed during 1947 by a U.S. Company at a 
monthly salary of $1,000. C is married and has 4 children, ages 2, 4, 7 and 11. During 
1947 he received interest on bond and bank balances of $1,100 and made charitable dona- 
tions of $900. His 1947 tax to the U.S. Government amounted to $2,265. 

During 1947 C spent five months in Canada on company business and was reimbursed 
for his living and travelling expenses during this time amounting to $2,100, in addition to 
his regular salary. 

Required: 

Does C pay income tax in Canada? If so, how much? If not, why not? 

(b) D, a resident of New York, is employed during 1947 by a U.S. Company at a 
monthly salary of $600. D is married and has 2 children, ages 6 and 10. During 1947 he 
received interest income of $540 and made charitable donations of $200. His 1947 tax paid 
to the U.S. Government was $1,089.75. 

During 1947 he was given two months’ leave of absence to come to Canada in order to 
do special work for a Canadian company. For this work he is paid $1,000 per month and 
reimbursed for his living and travelling expenses of $400 per month by the Canadian com- 
pany. 

Required: 
Does D pay income tax in Canada? If so, how much? If not, why not? 


A SOLUTION 


(a) C does not pay income tax in Canada since by the Tax Convention he was an 
employee of a U.S. Company, was in Canada not more than 183 days and the compensation 
he received was not more than $5,000. 

(b) According to the Tax Convention, a U.S. resident who is employed in Canada by 
a Canadian Company for more than 90 days and receives income in excess of $1,500 is 
taxable in Canada on the income earned in Canada. 

D does not pay tax, however, while his income is in excess of $1,500., his marital 
and dependents’ exemptions amount to ($1,500 + $300 + $300) $2,100. Exemptions for 
children are $300 since the children are not eligible for Family Allowances. 
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PROBLEM 6 


Final Examination, November 1948 
Accounting III, Question 7 (15 marks) 


YIPPY ZIPPY FASTENER COMPANY LIMITED 


STATEMENT OF EARNINGS 
For Years Ended 31st December 


1944 
it dein nah $985,000 
IGOR OF BOGGR GONG a isissce ssh ckscsieit nsec: 542,000 
Gross margin on sales .o.........0..0ccccccee, $443,000 
Less: 

RNAS INNIS sess sssckss ica sais sccensssesecounsneve $161,000 
Administrative and general expense .......... 163,000 
I og Fo vcs eeccuten hens 10,000 
TEIOSE OG DORE 6. cic oo iiccscecicciicn etre 6,000 
Amortization of bond discount ........ 150 
Loss on disposal of investments ........... 
Loss on disposal of fixed assets ............ 
Loss on sale of automobile ................. rs 
FGUATANICES EXPENSE ................c0ccccccercens ; 9,850 
Premium—life insurance policy on 

MORNIN cocks cal cab sesessadeneroese A eebeie irs 450 
EIVIGERAS PRI) a... .cs000.500655:- eaieh cere 10,000 
Directors’ fees and expenses .... ce 7,000 
TDERECCIRMIORD is ci5 <esseecscsninscccnsstees = 9,400 
MME MARINE ccs pos soc sabi cvas castes .. $ 66,150 
Add: 
Dividends from Canadian subsidiaries ... 1,500 
Dividends from other Canadian 

UR ROPNN o-oo sve stuns eohrecsais cn esi see ranronsatvente 250 
Dividends from foreign companies ........ 1,000 
Profit on sale of fixed assets 2 
Profit on sale of automobile ........ Ps 600 
Increase to surplus for year $ 69,500 
*Indicates a loss. 
+Analysis of guarantees expense 
Payments in respect of guarantees $ 10,300 
Less: charged to reserve . 450 
Add: credited to reserve . 
Charge to expense for year $ 9,850 





Required: 


$ 9,500 


1945 
$950,000 
580,000 


$370,000 


$162,600 
163,750 
10,000 
6,000 
150 


100 
450 
9,500 


450 
10,000 
7,600 
10,000 


$ 10,600* 


1,500 


350 
1,000 


$ 7,750* 


$ 3,100 


6,400 





$358,000 


1946 
$945,000 
587,000 


$162,505 
164,600 
12,000 
6,000 
150 


9,450 
450 


7,850 
10,000 


$ 15,000* 


1,200 


500 
500 
610 


$ 12,190* 


$ 14,500 
5,050 


$ 9,450 


193 


1947 
$1,200,000 
700,000 


$ 500,000 


$ 190,000 
195,000 
12,000 
6,000 

150 

500 
12,000 
450 
10,000 
8,000 
10,000 

$ 55,900 


2,500 


1,000 
$ 59,400 


$ 11,000 
1,000 


$ 12,000 


Prepare a statement showing the final assessable income under the Income War Tax 
Act of the Yippy Zippy Fastener Company Limited in respect of each of the years 1944 


to 1947 inclusive. 
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A SOLUTION 
YIPPY ZIPPY FASTENER CO. LTD. 


STATEMENT OF TAXABLE INCOME 
1944 to 1947 inclusive 


1944 1945 1946 1947 

Increase to surplus as per statement $ 69,500 $ 7,750* $ 12,190* $ 59,400 
Add—Items not allowable 

Dividends P ke scisceeecs | OOOO 10,000 10,000 

Premium on life insurance 450 450 450 

Amortization of bond discount 150 150 150 

Loss on investments and fixed assets 100 500 

Guarantees to adjust to payments .... 6,400 1,000 

Donations—see below ....... ; 10,000 10,000 12,000 12,000 


$ 90,100 $ 19,350 410 $ 83,500 
Deduct—Items not taxable 
Guarantees — to adjust payments 450 5,050 
Dividends from Can. subsidiaries . 1,500 1,200 
Dividends from other Can. companies 250 : 500 
Profit on fixed assets ; 610 


$ 2,200 7,360 $ 2,500 


$ 87,900 6,950*  $ 81,000 


Less — Donations allowable 4,395 4,050 


$ 83,505 $ 76,950 
———oo_oOoOC_— es ————_—_ 
Assuming no losses in 1942 and 1943 for 

purposes of 5(1)(p) and assume other 

items in statement are allowable as set 

out, assessable income bearing tax at 

rates applicable to year as set out is...$ 83,505 $ 16,625 
Less: adjustment the following year in 

respect to 1946 loss 6,950 


T$ 9,675 $ 76,950 

* denotes red figures 

+ Note — Tax Department takes the stand that loss must be determined by including 
non-tazable revenues. 
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